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Collapsible corporations: A symposium 
on what is and what is not collapsible 


ARRANGED AND EDITED BY RICHARD L. GREENE 


Among sophisticated tax men no area of the Code causes so much uncertainty as the collapsible provisions. Current 
law was enacted to close a loop-hole. But it closes many normal and necessary transactions as well. Even those 
seeking tax-saving gimmicks find the collapsible provisions vague enough so that they keep trying. The discussions 
which follow show how, with careful planning, capital gains can still be had while complying with the law, and how a 


legitimate business transaction is penalized by these provisions. These examples deal mostly with real estate activities. 








Three techniques for getting 


capital gain despite Section 241 


by J. BRUCE DONALDSON & RICHARD HOBBET 


Bee COLLAPSIBLE CORPORATION — the 
classic form—is now extinct. Section 
341 of the 1954 Code, the legislative 
vehicle for dealing with the collapsible 
device, has now rendered the collapsible 
corporation in its original form obsolete. 

To some, the problems created in de- 
termining the 
341 
and the statute represents an obstacle; 


areas encompassed by 
Section have proved perplexing 
to others, the existence of a specific sec- 
tion, regardless of how technical, invites 
ingenuity and the statute represents an 
opportunity for circumvention. 

Section 341 consists of five paragraphs; 
the last paragraph, (e), was added by 
Section 20 of the Technical 
ments Bill of 1958. Each paragraph is 


Amend- 


an interdependent component of one 
statutory whole. The statutory scheme, 
in general, provides the definition of a 
collapsible corporation and _ prescribes 
that shareholders, on collapse through 
sale, liquidation or otherwise, shall real- 
ize ordinary gain. A presumption, three 
limitations and an exception also exist 
within the framework. Only those por- 
tions of the section which have particu- 
lar bearing upon the subject of this 
paper will be discussed. 


Definition of “collapsible corporations” 


Section 341(b) defines a collapsible 
corporation as one “formed or availed 





of principally for the manufacture, con- 
struction, or production of property,” 
or for the purchase of Section 341 assets, 
with a view to realization by its share- 
holders of the gain attributable to the 
property through liquidation, sale of 
stock, or distribution, before realization 
by the corporation of a substantial part 
of the income to be derived from the 
property. 

The collapsible corporation definition 
requires that collapse take place before 
corporate realization of a_ substantial 
part of the income to be derived from 
the property manufactured, constructed, 
produced or purchased. As a preliminary 
to the application of the substantial real- 
ization test, it is necessary to determine 
what constitutes the relevant property 
to which the test is to be applied. The 
provide that 
should be made to each separate proper- 


Regulations reference 
ty constructed, manufactured, produced 
or purchased as to which the subjective 
view to collapse existed. This separate 
property approach is modified where an 
integrated project is involved. “Where 

. such property is a unit of an inte- 
grated project involving several proper- 
ties similar in kind . . . the determina- 
tion must be made by reference to the 
aggregate of the properties constituting 
the single project.” (Reg. 1.341-2(a)(4).) 
Under the Regulations, therefore, each 





separate property or integrated project 
is tested separately to determine whether 
substantial realization as to that proper- 
ty has occurred. In effect, it is the posi- 
tion of the Regulations that, so long as 
one separate asset does not meet the sub- 
stantial realization test, the corporation 
remains within the collapsible corpora- 
tion definition. 

After focusing on the appropriate 
property, the next step is to compute 
the total income to be derived from the 
property. A comparison is then made of 
the realization at the corporate level to 
determine if it is substantial in reference 
to the total income to be derived from 
the property. 

What percentage of realization at the 
corporate level constitutes substantial 
within the intendment of the section is 
not presently resolved. Thus far, the In- 
ternal Revenue Service has no promul- 
gated cases, however, 
furnish guides. A. E. Levenson, et al. 
(157 F.Supp. 244 (Ala. 1957)) and James 
B. Kelley, 31 TC No. 11, on appeal to 
the Fifth Circuit, hold that realization 
is clearly substantial. 


position. Two 


of more than 50% 


Operation of the section 

Section 341(a) carries the taxing im- 
pact of Section 341. Assuming a cor- 
poration comes within the orbit of defi- 
nition of a collapsible corporation, Sec- 
tion 341(a) provides that the gain from: 
(1) sale or exchange of stock, (2) distri- 
bution in partial or complete liquida- 
tion which is treated as a sale or ex- 
change, or (3) a distribution which is 
treated, to the extent it exceeds the basis 
of stock, in the same manner as a gain 
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from the sale or exchange of property, 
shall be treated as gain from the sale or 
exchange of non-capital assets. 

Section 341 operates only where, but 
for its provisions, the gain realized on 
collapse would be considered long-term 
capital gain. Thus, the section does not 
apply where the gain is non-recognized 
or short-term. 


Limitations on operation of section 


Limitations on the operation of Sec- 
tion 341 are contained in Subsection (d). 
There are three such limitations, each of 
which functions independently of the 
others. 

rhe first limitation, contained in Sub- 
section (d)(1), exempts from the opera- 
tion of Section 341 stockholders owning, 
directly or indirectly, less than 5% of 
the stock of the corporation. This limi- 
tation virtually eliminates widely held 
corporations from the orbit of the col- 
lapsible provisions. 

Subsection (d)(2) provides that Section 
341 does not apply to gain recognized 
yn collapse of a corporation, unless more 
than 70% of such gain is attributable 
to the property so manufactured, con- 
structed, produced or purchased. This 
is the so-called ‘*70-30” rule. 

Classification problems arise in apply- 
ng this limitation; determination must 
ye made of the relevant unit of proper- 
ty and consideration must be given the 
effect of corporate realization as to a 
specific property. The Regulations pro- 
vide that, in applying the limitation, 
reference must be made to each separate 
property or integrated project which has 
pro- 


luced or purchased. Unless substantial 


en manufactured, constructed, 
realization has taken place as to each 
such property, the gain attributable to 
lat property is classified on the 70 side 
f the “70-30” rule. Surplus attributable 
» income derived from those properties 
hich remain collapsible is also placed 

the 70 side. All other property falls 
» the other side. 


How to make computation 


\fter completion of the classification 
rocess, computation is made as follows: 
|. Determine the fair market value 
the shareholder’s pro rata share of 
he corporation’s net assets as of the 
ollapse date and subtract the share- 
older’s basis for the shares. 
the 


ita share of the appreciation over ad- 


2. Ascertain shareholder’s pro 


usted basis of the collapsible assets and 
lis pro rata share of surplus attributable 
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to collapsible assets. 
3. Compare the result of the second 
computation to determine whether it 
represents more than 70% of the first. 
Where the limitation applies, the en- 
tire gain enjoys the benefit of capital 
gain treatment; where it does not, the 
entire gain is treated as ordinary. 
Subsection 341(d)(3) provides a three- 
year rule which frees property held for 
more than three years after completion 
of manufacture, construction, produc- 
tion or purchase, from operation of 
Section 341. The problem of what con- 
stitutes the relevant unit of property is 
also present as a preliminary to the 
application of this limitation. The im- 
portance of this question 
the 
completion. The last act 


arises out of 
necessity for fixing the date of 
upon a par- 
ticular unit in an integrated whole may 
have years 
prior to collapse, while work on the 
project as a whole continued until much 
later. Depending upon what constitutes 
the relevant unit of property, Subsection 
(d)(3) may or may not apply. It is prob- 
ably safe to assume that a separate 
property or integrated project approach 
constitutes the position of the Internal 
Revenue Service in this area. Applica- 
tion of Subsection (d)(3) results in im- 
munization of the gain realized on the 


occurred more than three 


specific property from the operation of 
Section 341. 


Three techniques for avoiding 341 


Planning transactions so as to bring 
the outer boundaries of 
Section 341 requires careful study of its 
language and operation and of its inter- 


them outside 


relationship with other provisions of the 
Code. Machinations of form, empty of 
substance and business purpose, are shal- 
which to 
Successful 
niques, therefore, must bring the sub- 


low foundations upon rest 


avoidance optimism. tech- 
stance of the transaction as well as the 
form outside the section. The following 
techniques differ as to the structural 
weak point in Section 341 at which each 
is aimed and also in the degrees of tax 
exposure. 


Loan plus three year holding 


Urban Apartments, Inc., is incor- 


porated by A and B; jointly bwned 
property having a basis of $25,000 and 
a fair market value of $100,000 is trans- 
ferred to the corporation in exchange 
for all of the stock. A is a contractor 
and, from time to time, has built for 
speculation. B has been active, from a 
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[Mr. Donaldson is a member of the 
Detroit law firm of Raymond, Chirco, 
Fletcher, Donaldson. Mr. 
Hobbet is associated with the Milwaukee 
law firm of Michael, Spohn, Best & 
Friedrich. Both have appeared often in 
these columns, individually and as col- 
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financial viewpoint, in many real estate 
transactions over a period of years. 

The corporation constructs a terrace 
apartment using borrowed funds, at a 
cost of $900,000 with a fair market value 
of approximately $1,000,000. At this 
point the inherent unrealized profit in 
the project is $175,000—$75,000 repre- 
senting the land appreciation and $100,- 
000 arising out of the construction of 
the apartment. 

A and B each borrows $75,000 from a 
bank or insurance company pledging as 
security the corporate stock which now 
aggregate of $200,000, 
(completed project value, land and im- 
provement, $1,100.000 less the $900,000 
mortgage). The apartment is operated 
by Urban Apartments, Inc. for three 
years. Rental income, after operating 
expenses, is $100,000 per annum, which 
is entirely devoted to repayment of the 
mortgage. At the end of the third year, 
the balance is reduced to $750,000. Ac- 
celerated depreciation, plus interest de- 
ductions, wipe out corporate income. 


has an value 


After three years Urban Apartments, 
Inc. is liquidated and the apartment 
sold for $1,100,000. After repayment of 
the $750,000 mortgage, each stockholder 
receives $175,000. 

As to the borrowing transaction, Sec- 
tion 341 does not operate. In an eco- 
nomic sense, A and B have reaped the 
fruits of the land appreciation and con- 
struction profit through borrowing on 
the 341 


operates, however, only in those situa- 


increment in value. Section 
tions specified in Subsection (a). Bor- 
rowing against the appreciation created 
by the collapsible corporation activity 
is not covered. The advantage of the 
borrowing, of course, is to take out the 
original capital and part of the profit 
immediately without tax consequences. 
Section 341 does not apply to the 
gain on liquidation. Subsection (d)(3) 
frees the gain from the application of 
the section since the property distributed 
in liquidation was held for more than 
three years after completion of construc- 
tion. 
The 
therefore, 


the transaction, 
off $150,000 


net result of 


is to drain im- 
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mediately after construction through the 
loans and a net gain of $225,000 subject 
only to tax as a capital gain. 


The “two-shot” corporation! 


Quality Builders, Inc. is incorporated 
y A and B; each transfers $1,000 to the 
corporation in exchange for one-half 


by 


of the common stock. The corporation 
purchases two separate tracts of land 
each containing 25 residential building 
sites. Quality Builders constructs 25 resi- 
dential units on each tract and, 
completion, sells all the houses in one 
tract. Upon these sales a unit profit 
of $1,000 is realized, or a total net profit 
of $25,000. Federal income tax on the 
net profit is $7,500 and $17,500 is left 
The residences on 


after 


in surplus. the sec- 
ond tract have a fair market value of 
$25,000 above cost. 

Quality Builders, Inc. liquidates. Gain 
on liquidation to A and B consists of 
their pro rata share of corporate sur- 


plus of $17,500 in cash and 25 homes 


of 


$25,000 in excess of existing financing 


which have a fair market value 
obligations which are a lien thereon. 

Section 341, technically, does not reach 
the gain upon liquidation. Subsection 
(d)(2), the so-called “70-30” rule, oper- 
ates to prevent application of Section 
341 as follows: upon liquidation, under 
the integrated project rule of the Regu- 
lations, reference is made to each 
separate tract project. As to one project 
substantial realization has occurred and 
consequently the surplus, in the form of 
cash, generated out of this project is not 
collapsible property. Inasmuch as such 
surplus amounts. of 41.1% of the gain 
upon liquidation (17,500 + 42,500), the 
limitation of Subsection (d)(2) applies. 
The entire gain on liquidation qualifies 
as Capital gain. 

The effective tax rate imposed on the 
profit from the 50 homes is 36.25%, 
30% corporate tax on the income real- 
ized at the corporate level, plus a max- 
25% 


imum upon the gain on liquida- 


tion. 


Disposition through reorganization 


Suburban Shopping, Inc. is incor- 
porated. A and B each transfer $50,000 
to the corporation in exchange for one- 
half of its stock. A shopping center site 
is acquired and various merchandising 
contract Fi- 
the 


concerns to lease space. 


nancing is secured, based upon 


1 See also article of J. Bruce Donaldson, “‘Does the 
‘Two-Shot’ Corporation Escape Collapsible Treat- 
ment Under Section 341?” 8 JTAX 3838. 
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leases, and a $1,500,000 shopping center 
is constructed, which, aftzr completion, 
fully leased, has a value of $1,800,000. 

The center is operated successfully for 
approximately a year. Thereafter, Dy- 
namics, Inc., a listed company which 
engages in real estate investment and 
management, is approached. Dynamics, 
Inc. issues its voting stock, having a 
market value of $3,000,000, to A and B 
for all of the stock of 
Suburban Shopping, Inc. 

Section 341 would not reach the dis- 
position of stock by A and B. The ac- 
quisition by Dynamics, Inc. in exchange 


in exchange 


Efforts to make real 


free from collapsible 


Ov THE MOST LIKELY candidates 
for the collapsible corporation prob- 
lem is the real estate development cor- 
poration. Since this business is readily 
adaptable taxwise and businesswise to 
multi-corporate operation, it is not un- 
common that at any one time there 
may be under consideration a_ stock 
sale or corporate liquidation. 

The tax adviser typically spots the 
problem at the office conference with 
shareholder clients where the proposed 
liquidation or stock sale is discussed. Af- 
ter outlining the potential hazards of 
collapsible corporation treatment, the 
tax man proceeds with a simple analysis 
of the following factors: 

1. The holding period of the property 
involved. 

2. The date and type of any improve- 
ment activity to the property. 

3. Who initiated or made the 
provements (e.g., the corporation, share- 
holders, municipality, etc.). 

4. What income, if any, has the cor- 
poration realized from its activities for 


OF 


im- 


the “substantial part” test. 

5. What is the current fair market 
value of the corporate property in rela- 
tion to its cost, and what portion of 
the appreciation might possibly be at- 
tributable to improvement or construc- 
tion activity (for purposes of the 70% 
rule). 

Real property owned by these cor- 
porations constitutes a Section 341 as- 
set, which is either held for sale or is 
of a type described in Section 1231(b), 
and reference is necessarily first made 
to the three-year holding period. Often 


solely for its voting stock of all of the 
stock of Suburban Shopping, Inc. comes 
within the definition of a reorganization 
provided in Section 368(a)(1)(B) of the 


Code. Since the transaction qualifies as } 


a reorganization, the gain on the ex- 
change by A and B of their stock for 
Dynamics, Inc. stock is not recognized. 
(Section 354.) Section 341, under Sub- 
section (a), does not operate in situations 
where no gain or loss is recognized upon 
disposition of the collapsible corporation 
stock. Later, of course, A and B may 
sell the Dynamics stock subject only to 
tax as a capital gain on the sale. * 


estate corporations 
treatment 


by ROBERT J. KALUPA 


the tacked-on holding period arising 
from a contribution of the property by 
a shareholder under Section 351 is help- 
ful in determining when the property 
was “purchased.” Facts are then ascer- 
tained as to subsequent physical im- 
provement to the property by the tax- 
payer or others within the three years 
preceding the proposed liquidation or 
stock sale. In many cases where the 
corporation itself did not improve the 
property, the municipalities in which 
the property is located did put in 
streets, sewers, etc., on the perimeter for 
which improvement assessments were 
levied. Though the property in fact 
has been improved and appreciation in 
its value is directly attributable to such 
improvements, the improvements were 
not initiated by the taxpayer or its 
shareholders and in fact they had no 
in the matter. assuming 
that such improvements constitute “con- 
struction,” it is felt that such improve- 
ments are not attributable to the tax- 
payer within the meaning of Section 
341(b)(2). This situation differs from 
the facts in J. D. Abbott (258 F.2d 537). 

More difficulty is encountered in ap- 
plying the rules based on items (4) and 
(5) above, as compared with the first 
three items. As to the “substantial part” 
test, reference is made to the excellent 
discussion of current problems by Mr. 
Ryan at 12 JTAX 71 (February 1960). 
Regarding the 70% rule, Mr. Donnelly 
(page 197) discusses interpretive prob- 
lems as to whether the rule applies to 
gain due to the actual activity, or to the 


choice Even 


property on which activity took place. 
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In problems of this nature, it is very 
helpful to be able to refer to the rather 
objective tests concerning Section 341 
assets, rather than being forced to re- 
solve the problem primarily through 
interpretation of the subjective and 
nebulous language of Section 34F(b)(1). 
Experience has shown that the rather 
prodigious addition in 1958 of Section 
341(e) has been of little help in the type 
of business mentioned above, even if 
the corporation were deemed collapsible 
under the basic rules. This is because 
the Section 341 asset appreciation is 
usually far in excess of 15% of the cor- 
poration’s net worth, and also because 
often the few shareholders (each owning 
more than 20% of the stock) are them- 
selves considered to be dealers in real 
estate for the purpose of determining 
whether gain or sales is ordinary income 
or capital gain. 

A recent private ruling has been 
brought to our attention concerning a 
Section 341 problem, which ruling indi- 
cates the broad interpretation the Serv- 
ice places upon the words “construction” 
or “production.” It appears that in 1949 
a corporation was formed for the pur- 
chase of a golf course and adjoining 
undeveloped land. The golf course was 
operated primarily by a local munici- 
pality under a lease arrangement, and 
about 80% of the adjoining land was 
subdivided and sold for residential use. 
No buildings were constructed by the 
taxpayer on the residential property. 
Platting, improvement, and sale of the 
great majority of lots occurred prior to 
April 1956, but some of the land was 
low, uncleared, and not readily adapt- 
able for homesites. In June of 1955 a 
contractor substantially completed clear- 
ing and grading the low land in prepara- 
tion for its sale. A dispute arose on 
the contractor’s work, and he was obli- 
gated to complete cleanup activities in 
December 1958. The question concerned 
whether the activities on 
behalf of the corporation constituted 
‘construction” or “production” for pur- 
poses of commencing the three year pe- 
riod provided for in Section 341(b)(3). 
Che Service in its private ruling letter 
declined comment on many of the ques- 
tions involved, deeming them questions 
of fact, but the letter ruling definitely 
held that the grading and clearing of 


contractor’s 





Mr. Kalupa is an attorney, associated 
with the Milwaukee law firm of Whyte, 
Hirschboeck, Minahan, Harding & Har- 
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land constituted “construction” or “pro- 
duction,” citing the Abbott case. This 
holding is not too surprising when 
viewed in the light of recent litigation, 
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but it is a clear warning that the slight- 
est activity by the corporation within 
the prescribed period will probably re- 
sult in the assertion of collapsibility.. * 


Real estate developers can still benefit 


from the collapsible idea 


ae COLLAPSIBLE CORPORATION pro- 
visions often may block the plans of 
corporations engaged in the _ business 
of purchasing, developing, and selling 
building property. Quite obviously, if 
the corporation’s purpose is to subdivide 
and improve a tract of land and then 
to liquidate, or the stockholders intend 
to dispose of their stock, prior to the 
realization of a substantial portion of 
the income by the corporation, it is 
“collapsible” within the meaning of 
Section 341, and the gain which would 
otherwise have been capital gain will be 
treated as ordinary income. In a large 
percentage of these companies, however, 
certain peculiar conditions may prevail 
which render applicable certain of the 
exception provisions of Section 541. 

For instance, the land to be developed 
may have been held for several years 
prior to any development activity. The 
investor is looking for capital apprecia- 
tion as well as the profit there may be 
in the development phase. In an ex- 
panding economy, and with the ever- 
increasing demand for building proper- 
ty, it is quite normal that land values 
would increase very substantialiy in the 
period preceding development. The 
prevalence of these conditions in real 
estate development companies often may 
give rise to the application of the 70% 
rule of Section 341(d)(2) and the 3-year 
rule of Section 341(d)(3). 

If 70% or more of the income of a 
collapsible corporation does not result 
from the manufacture, construction or 
production of property, or if the gain 
is realized after the expiration of 3 
years from the last manufacture, con- 
struction or production, the “penalty” 
provisions are not applicable. (Sections 
341(d)(2) and (3)). The key to taking 
advantage of the exceptions is providing 
income which is not attributable to 
manufacture, construction or production 
and to which at least 30% of the total 
gain is attributable, or avoiding the dis- 
position of the stock or the property 
until a period of 3 years has expired 


by THOMAS J. DONNELLY, JR. 


since the last development activity. 

To illustrate the application of these 
rules, consider the following example: 
A tract of land is purchased by a cor- 
poration in 1955, one-half of which is 
subdivided and improved (streets, sewers, 
gas, electricity, rezoning, etc.) in 1958, 
and liquidated in 1959, before the real- 
ization of any portion of its income. The 
entire tract was purchased for $100,000, 
and would have been worth $290,000 in 
its unimproved state. $50,000 was ex- 
pended in the development, improving 
the value of the land by $75,000. If the 
tract is sold for $275,000, it is apparent 
that $100,000 of the $125,000 gain is 
attributable to the increment in land 
values, and only $25,000 to the activities 
undertaken within the 3-year period. At 
first glance the 70% rule would seem to 
apply, but in the present state of, the 
law the not seem to be 
quite that simple. 

All of the gain is attributable to a 
tract of land on which there has. been 
some development activity within the 
three years preceding liquidation or 
sale, even though very little of the gain 
is attributable to this activity. If the 
developed and undeveloped portions 
are segregated and viewed separately, 
the problem seems less severe, for then 
more than 30% of the gain is at- 
tributable to property entirely divorced 
from that on which there has been any 
manufacture, construction or production 
to any extent. Since more than 3 years 
have elapsed since the purchase, the 
exceptions of Section 341(d)(3) seem to 


answer does 


apply, and the gain on the liquidation 
or on the sale of the stock is capital 
gain. 

On the other hand, if the two parcels 
unit, there has been 
some development activity to the entire 
tract to which the gain is attributable. 
If the proposition is viewed in this 
manner, there appears to be room for 
argument by the Commissioner that the 
entire gain does not qualify for 70% 
rule purposes since it is attributable to 


are viewed as a 
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property on which there has been some 
development within the preceding three 
years. The distinction in the two ap- 
proaches comes by way of viewing the 
source of or reason for the gain on the 
one hand, and the property to which 
the gain is attributable on the other. 


Cases on land increment 

A few cases on this subject have been 
decided under the substantially identical 
provisions of Section 117(m) of the 1939 
Code. Most of the cases involve corpora- 
tions engaged in the construction of 
apartments or other housing units where 
the the 
costs of construction. On a number of 
occasions the 


mortgage proceeds exceeded 


argument was advanced 
that most of the gain was attributable 
to increases in land values, and there- 
fore the 70% exception should apply. It 
has been uniformly unsuccessful. 

In E. Gerber, 32 TC No. 115, the pe- 
titioner contended that more than 30% 
of the gain from an apartment building 
project was attributable solely to in- 
land The Tax Court 
seemed to assume that if the petitioner 
could prove this to be the case, the 70% 
rule would apply. However, the court 
was unconvinced on this issue for two 
reasons; the persuasiveness of evidence 
presented, and the probability that the 
increase itself was, at 
least in a substantial part, attributable 
to construction. At least the petitioner 
did not prove that this was not the case. 


creased values. 


in land value 


The court was probably further influ- 
enced by its doubt that the issue was 
properly presented to it in the first 
place. 

In Max Mintz, 32 TC No. 61, the 
argument was presented and rejected 
for failure of proof. In Leland D. Payne, 
30 TC 1059, it appeared that the devel- 
opment activity itself was a major factor 
in boosting the value of the land. The 
argument again failed. 

In Regulation Section 1.341-4(c)(3) the 
Commissioner seems to take the position 
that if the appreciation in land value is 
due to any extent to construction, it is 
“attributable’”’ which 
there has been some construction within 
the meaning of Section 341(d)(2). He 
further fails to allude to the possibility 
that increased land values, although pos- 


to property on 


sibly attributable in part to construc- 
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tion, may also be attributable to a much 
greater extent to normal economic con- 
ditions. He gives an example in the 
regulations of construction on one-half 
of a tract of land increasing the value 
of the other half on which there has 
been no construction, and says the gain 
attributable to the developed half in- 
cludes the increase in value of the other 
half. Does he mean all the gain, or only 
that part which can be traced to the con- 
struction? In most cases the minor gains 
which construction would create on ad- 
jacent property is far outweighed by 
those possible from economic apprecia- 
tion. In Regulation Section 1.341-4(c)(4) 
the example given makes no reference 
to the divisiveness of the economic ap- 
preciation, and in fact ignores this fac- 
tor. Although proof of this phenomenon 
will always be difficult, the distinction 
nonetheless remains. 

The courts, however, seem to be will- 
ing to go along with the general proposi- 
tion that, if 30% or more of the gain 
can be attributed to economic apprecia- 
tion in land values wholly apart from 
development activities, and the _peti- 
tioner can prove it, the exception will 
apply. They do not seem to reject the 
argument on the ground that the gain 
is attributable to property on which 
there has been some construction, and 
therefore that the exception provisions 
could not possibly apply. If land values 
have appreciated substantially prior to 
the subdividing and developing phase, 
the possibility of circumventing the col- 
lapsible corporation provisions is likely. 
The link of the development activity 
to land value appreciation will always 
be a stumbling block, and it would not 
be prudent to proceed on the assump- 
tion that 30% of the total gain to be 
realized is represented by the apprecia- 
tion unless there is a substantial margin 
for error. 


Handling land increment 

There are some safety valves to the 
pitfalls presented by the uncertainty 
involved in this area. If there is a por- 
tion of the land on which there has been 
no development activity, this portion 
should first be liquidated. There would 
be far less question as to the source of 
the gain on this transaction if it is 
treated separately. The gain must be 
attributed to the normal increment in 
the value of the land and not to manu- 
facture, construction or production. In 
the following taxable year a “substan- 
tial” portion of the 


remaining gain 


could be realized by the corporation, 
and the balance of the corporate proper- 
ty distributed in liquidation or the 
stock sold. This would achieve capital 
gain treatment in respect of a high per- 
centage of the gain. The question of 
what is “substantial,” of course, is an- 
other knotty problem, and one on which 
the courts have just recently begun to 
reach some conclusions. 

The three-year rule provides another 
safety valve, although not often a prac- 
tical one. The sale of stock or the liqui- 
dation of the corporation more than 
three years after the last manufacture, 
construction or production is excepted 
from the provisions of Section 341(a). 
From the Commissioner's point of view, 
almost any activity which tends to en- 
hance the value of the land comes with- 
in the manufacture, construction or pro- 
duction definition. Even obtaining a 
zoning change is a qualifying activity. 
Anyone relying on the three-year rule 
must be very careful that nothing at 
all is done with respect to the land for 
a full consecutive three-year period. This 
obvious and no-risk method of 
escaping the clutches of Section 341. 

If the corporation is anxious to dis- 
pose of the entire tract immediately, it 
must rely on convincing. the Commis- 
sioner or the courts that the 70% rule 
should apply, or it may endeavor to 
realize some portion of its potential 
income in the hope that the Commis- 
sioner or the courts will concede that 
the portion realized is “substantial.” 
The course it will wish to follow will 


is an 


depend on the peculiar circumstances 
of each case. 


Such increment should be recognized 


As a practical matter, there seems 
to be little justification for subjecting 
gains attributable to normal increment 
in land values to the penalty provisions 
of Section 341 simply because such gains 
are co-mingled with gain attributable 
to a development activity. The col- 
lapsible corporation provisions were 
never designed or intended to cover 
gains of this sort, and a fair appraisal 
of the statute to the 
clusion that the 70% rule remedies this 
situation. It is common for development 


would lead con- 


companies owning lands which have ap- 


preciated in value to subdivide and 


develop prior to sale to obtain the 
maximum investment profit. So long as 
the gain from the development activity 


is not in excess of 70% 


i, of the total gain 


realized, it seems that Congress has sanc- 
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tioned the activity as one outside the 
scope of Section 341(a). 

The Commissioner’s regulations would 
encompass within the definition of man- 
ufacture, construction or production, 
for purposes of the 70% rule, all the 
gain attributable to the property, viewed 
in its broadest sense, even though the 
gain is due only to an insignificant ex- 
tent to the activities the statute was de- 
signed to combat. Problems of proof in 
this area will be difficult, but the courts 
seem to be willing to consider separately 
the portion of the gain which is not 


What to do about the 


Symposium 


attributable to prohibited activities if 
the proof is sufficiently clear and con- 
vincing. 

Real estate development companies 
may be able to enjoy a favored position 
under the collapsible corporation laws 
if a substantial portion of the gain to 
be realized is derived from normal in- 
crements in land values. The profits 
from development activities then may 
escape collapsible corporation treatment. 
But obtaining a fair construction of 
the Code provisions to this end is just 
beginning. * 


innocent victim 


of Section 341? Normal business penalized 


CONTROVERSY under Section 
341 illustrates several questions which 
arise in a single set of circum- 
stances, illustrates a 


A RECENT 
may 
and “defense in 
depth” approach for taxpayers similarly 
situated. The X corporation had been 
organized for the sole purpose of leas- 
ing certain machinery, which it was 
able to purchase at a very favorable 
price. After extensive overhaul of the 
machinery to make it suitable for par- 
two of the 
machines were leased, but several other 


ticular types of leasing, 


machines were not leased at the outset 
because of lack of available lessees. Af- 
ter about a year of leasing experience 
it became apparent that this would be 
in unprofitable operation. At the same 
the 
made attractive offers to purchase them 


time, the lessees of two machines 
from X corporation and the machines 
were, accordingly, sold within 18 months 
f their acquisition by X corporation. 

It was decided to liquidate X cor- 
poration under Section 337 and appro- 
priate steps were taken to accomplish 
the liquidation. All the assets were trans- 


the of X 


corporation and it was legally dissolved. 


ferred to sole shareholder 
Upon examination of the final return 
of X corporation, the Internal Revenue 
that 337 was 
unavailable because X corporation came 
within the provisions of Section 341. 


Several questions arise in this factual 


Service asserted Section 


pattern. First, was X corporation used 





Mr. Ponder is a partner in the In- 
anapolis law firm of Barnes, Hickam, 
Panizer & Boyd, and a frequent author 


of articles in this journal.| 


by LESTER M. PONDER 
“principally” for collapsible activity? 
Since there is no definition of the phrase 
“substantial” in the Code or Regula- 
tions, the taxpayer is free to argue the 
fact question that X corporation was 
not used “principally” for collapsible 
activity. 

Further, the taxpayer is in a strong 
position to argue that X corporation was 
not “formed or availed of’ for the for- 
bidden purposes under Section 341. 
Since the phrase “formed or availed of” 
is identical with the crucial phrase in 
Section 532 of the 1954 Code (formerly 
contained in Section 102 of the 1939 
Code), resort to the cases under that 
section the instant taxpayer 
varied arguments. The test of whether a 


affords 


corporation was “formed or availed of” 
for the forbidden purpose is a question 
involving the subjective intent of those 
responsible for the actions of the corpo- 
ration. Under the instant facts, X corpo- 
ration was formed for the sole purpose 
of leasing the machinery and deriving 
lease In 


make the machinery suitable for leasing, 


income therefrom. order to 
X corporation had to spend substantial 
amounts in rehabilitating and convert- 
ing the machinery from the purchased 
form into one which would be attractive 
to potential lessees. In short, the con- 
version of the machinery by X corpora- 
tion was solely to make it attractive for 
lease purposes. Further, the lessees, who 
eventually purchased the machinery, had 
originally intended to lease the machin- 
ery, but later reflection decided it 
better for them 
owners, rather than lessees. Hence, the 


on 


would be to become 


purchasers affirmatively approached X 


on collapsible corporations * 199 


corporation with an offer to buy the 
machinery, rather than X corporation 
having approached the potential pur- 
chasers in an effort to sell it. I believe 
that all these facts support the position 
of the taxpayer that there was no in- 
tention to realize the increased profits 
so as to cause Section 341 to be oper- 
ative. 

Furthermore, the business of leasing 
machinery had resulted in losses from 
the beginning of the business by X cor- 
poration and, therefore, it became ap- 
parent after a considerable trial period 
of 18 months that the leasing operation 
would be unprofitable. When the offer 
to purchase was made under the circum- 
stances then prevailing, X corporation 
decided to sell the machinery and to 
abandon the leasing business, which it 
thereafter did. Hence, under these cir- 
cumstances, paraphrasing the language 
of the Regulations, such sales were “not 
contemplated by those persons in a po- 
sition to determine the policies of the 
corporation.” To paraphrase the Regu- 
lations, the sales were not due to Cir- 
cumstances that could be reasonably 
anticipated to arise. 

Even should these fact contentions be 
denied, the gain attributable to the sale 
of the two machines constituted more 
than 30% of the gain realized by the 
taxpayer-shareholder upon liquidation 
distribution, even conceding that Sec- 
tion 337 does not apply. Under the 
facts, the Service must concede the ap- 
plication of the 70% rule under Section 
341(d)(2), except for its present argu- 
ment that the surplus of X corporation, 
resulting in part from its rental income 
prior to date of liquidation, must be 
allocated between the two machines that 
the four 
machines which were distributed in liq- 


were sold and remaining 
uidation. X corporation had, of course, 
paid ordinary income tax on the rental 
the 


thus allocated is added to the increased 


income. However, when amount 
market value of the four machines dis- 
tributed in liquidation, the total ex- 
of the total gain realized by 


the shareholder on the liquidation. 


ceeds 70%, 

I believe that this interpretation is 
contrary the intent of Section 
341(d)(2), which states that Section 341 
shall not apply unless more than 70% 


to 


of such gain is attributable to the prop- 
erty so manufactured or purchased. The 
four were distributed 
in liquidation to the sole shareholder 


machines which 


were not so manufactured, purchased or 
(Continued on bottom following page) 
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Overturning of spin-off Regs. hailed as 


victory for normal business practices 


png THE TAX CouRT held invalid 
the Commissioner’s spin-off regu- 
lations several weeks ago, a noticeable 
tremor of approval, not to say enthusi- 
asm, was felt through the tax com- 
munity. In Edmund P. Coady (33 TC 
No. 87 January 29, 1960), the court 
made an exhaustive statutory analysis 
of Section 355 and exercised unusual 
business acumen in permitting a tax- 
free division of a single business. 

This case will become a landmark 
decision in the field of corporate-stock- 
holder relations (Subchapter C). It is 
unique in holding the Commissioner’s 
Regulations invalid. It is important in 
casting off the chains that prevented the 
consummation of many a sound business 
transaction which failed because of his 
unwarranted requirement of two separ- 
ate businesses for a spin-off or split-up. 
It is noteworthy in rejecting the Com- 
missioner’s ‘‘misplaced” and inappropri- 
ate reliance upon the Report of the 
Advisory Group on Subchapter C. 

The prime significance of the Coady 
case is the complete rejection of the 
Commissioner’s restraint on corporate 
divisions by his superimposed require- 
ment that only a corporation with two 
or more separate businesses can qualify 


for tax-free treatment under . Section 
355. Not satisfied with the statutory re- 
striction that the business spun-off and 
the business retained constitute an active 
business and that it had been conducted 
by the corporation for at least five 
years, the Commissioner had written in- 
to his Regulations the further limitation 
that the business spun-off and the busi- 
ness retained be separate businesses. 
Thus, he permitted (Reg. Section 1.355- 
1(a)) the separation only “of two or 
more existing businesses formerly oper- 
ated . . . by a single corporation. . 
Section 355 does not apply to the divi- 
sion of a single business . . .” 

The numerologists might give heed to 
the pattern of five permeating Section 
355. The five-year active business re- 
quirement of the statute carries on, but 
the separate business test of the Regu- 
lations dies an ignoble death some five 
years after enactment. 

Perhaps it is idle to speculate on the 
number of useful and proper corporate 
divisions that have been nipped and 
killed by this key provision of the Regu- 
lations. Every tax man and many a 
businessman will sadly recall situations 
where compelling business considera- 
tions were defeated by the Commis- 





PONDER-—cont’d. from preceding page 
used before the final liquidation of X 
corporation, and, therefore, the oper- 
the lease of the 
machines prior to date of liquidation 
was not from property employed at that 
time with the prohibited intent under 


ating income from 


Section 341. If the operating income of 
the machines prior to date of liquidation 
is not added to the gain on the so- 
called collapsible assets, the gain on 
the collapsible assets is less than 70% 
and Section 341 does not apply. 

To taxpayer-share- 
holder has three arguments against the 
proposed action: (1) that X corporation 
was not used “principally” for collapsi- 


summarize, the 


ble activity; (2) that X corporation was 
not “formed or availed of’ for the for- 
bidden purposes under Section 341; and 
(3) that less than 70% of the total gain 
to the shareholder upon distribution 
is attributable to property referred to 
in Section 341. If either of the first two 
contentions should be sustained, then 
Section 337 would apply and no addi- 
tional tax would be due. Should both 
these contentions be rejected, then there 
would be no application of Section 337, 
but two capital gains taxes would re- 
sult, one to the corporation and one to 
the shareholder, rather than ordinary in- 
come treatment to the shareholder as 
now proposed by the Service. * 


sioner’s club. Often further corporate 
progress has been impeded and the wel- 
fare of employees jettisoned, because the 
separation of a single corporate business 
was rendered impossible except for the 
bravest of them all, Mr. Coady. Others 


not so brave were not able to separate } 


a single business, even to solve conflict- 


ing and clashing management problems, | 


or to qualify with requirements of vari- 
ous states, or to satisfy legitimate de- 
mands of major customers, or stimulate 
key employee participation in a speci- 
fied portion of the business, or any of 
the other multitude of good business 
reasons. 

Mr. Coady challenged the Regulations 
the way David went after Goliath with 
the stone of a well prepared case, and 
careful analysis of the statutes won his 
victory. How was this accomplished? 
The facts are not particularly signifi- 
cant. The single business which was 
split up was a construction business. 
The stockholders were two, each holding 
50%, and differences arose between them 
which resulted in an agreement to di- 
vide the construction company into two 
separate enterprises. It apparently was 
conceded that this was a good business 
reason and it was clear that the five- 
year active business requirement had 
been satisfied. The corporate assets, con- 
sisting of two sewage construction con- 
tracts, cash and equipment, were split 
down the middle, and petitioner re- 
ceived all of the stock of the new cor- 
poration by the mechanics of a split-up. 
The Commissioner claimed that the 
transaction did not qualify under Sec- 
tion 355 because of the two separate 
business requirements in his own Regu- 
lations, and held that Coady received 


$67,500 of capital gains in the deal. | 
Coady, of course, relied on the tax- 


free exchange provisions of Section 355 
and the court agreed. 

The Tax Court made an unusually 
careful and comprehensive analysis of 
the statute and underlying Congressional 
committee reports. It noted that: 

“. .. the statute avoids the use of the 
plural when referring to ‘trade or busi- 
ness, but rather provides that: ‘a cor- 
poration shall be treated as engaged in 
the active conduct of a trade or business 
if and only if . . . it is engaged in the 
active conduct of a trade or business 

. » [and] . . . such trade or business 
has been actively conducted through the 
5-year period ending on the date of 
the distribution.’ ” 

The court concluded that the true 
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purpose of Congress’ enactment was to: 

. insure that a tax-free separation 
will involve the separation only of those 
assets attributable to the carrying on of 
an active trade or business, and further 
to prevent the tax-free division of an 
active corporation into active and in- 
active entities, (b)(1) further provides 
that each of the surviving corporations 
must be engaged in the active conduct 
of a trade or business. 

“A careful reading of the definition 
of the active conduct of a trade or busi- 
ness contained in subsection (b)(2) indi- 
cates that its function is also to prevent 
the tax-free separation of active and 
inactive assets into active and inactive 
corporate entities.” 

Thereafter the court summarized its 
position: 

“There being no language, either in 
the statute or committee report, which 
denies tax-free treatment under Section 
$55 to a transaction on the 
grounds that it represents an attempt to 
divide a single trade or business, the 
Commissioner’s Regulations which im- 
pose such a restriction are invalid, and 


solely 


cannot be sustained. Commissioner v. 
Acker—80 Sup. Ct. 144.-(November 16, 
1959).” 

The Commissioner appeared to be 
hard pressed in his arguments to at- 
tempt to sustain his Regulations. He 
resorted to the doctrine of re- 
enactment based on the flimsy thread 
of the Technical Amendments Act of 
1958, enacted after the adoption of the 
Regulations, thereby indicating the in- 


even 


tent of Congress to accept the provisions 
of the Regulations with the force and 
effect of law. Obviously the Tax Court 
readily swept aside this somewhat feeble 
attempt to stretch the re-enactment doc- 


trine. 
\ 











Thereafter the Commissioner asserted 
that some language in the Report of the 
Advisory Group on Subchapter C (which 
actually, we think, was not designed to 
cover the particular situation) supported 
his position as to the interpretation of 
the present law. This is the first litigated 
attention this at- 
tempt has been made, and members of 
the group and bar leaders who had a 
vital role in its preparation will cheer 
the sensible approach of the Tax Court 
in rejecting this make-weight argument: 

“The short answer to this argument is 
that pending legislation in no wav is 
binding on this court. Until. enacted, 
H. R. 4459 represents a course of action 
Congress may or may not take. More- 


case to our where 


over, the cited report was not prepared 
by an advisory group appointed to assist 
in a study of subchapter C of the 1954 
Code. Quite possibly, the proposed re- 
vision of section 355 was occasioned by 
the restrictive nature of the Commis- 
sioner’s Regulations, rather than by any 
interpretation of the nature of existing 
law. In any event, respondent’s reliance 
upon either the bill or the report as 
indicative of existing law is misplaced.” 

There was a dissenting opinion. The 
dissent seemed to be predicated not 
merely on its own contrary construction 
of the statute, but on the complaint that 
the “parties themselves had seen fit to 
adopt a narrow ground” (the separation 


Corporations & 


shareholders + 201 


of a single business restriction in the 
Regulations). We are not all clear that 
even a dissent has the right to extend 
or create new issues. In any event, it is 
quite certain that the students of Sub- 
chapter C—and they are many—will over- 
whelmingly agree that the majority of 
the court has arrived at the correct 
result and under entirely correct reason- 
ing. 

The Commissioner has four very tight 
statutory safeguards in Section 355 to 
adequately protect the revenue and pre- 
clude abuses. His fifth requirement in 
the Regulations was a burdensome and 
unwarranted chain that has been finally 
and neatly cut. bo 





Accumulation of earnings found unrea- 
sonable; $575,000 was loaned to presi- 
dent. Taxpayer corporation, a manufac- 
turer of truck-trailers, had earned sur- 
plus of $480,000 in 1945. In 1948, this 
had risen to $616,000, and in 1949 to 
$675,000. At the end of each of these 
years, amounts borrowed from banks 
ran between $100,000 and $175,000, and 
taxpayer’s working capital was about 
$1,250,000. At the same time, loans at 
1% to taxpayer’s president averaged 
about $575,000. During these years, the 
president, directly and indirectly, owned 
about 30% of taxpayer’s stock. No divi- 
dends had been paid by taxpayer since 
1937. The court finds taxpayer’s ac- 
cumulations of earnings unreasonable 
for 1948 and 1949. While 
claimed that the greater outlays of capi- 


taxpayer 


tal were anticipated because of compe- 
tition with of the 
competitors, 


certain older and 


established there is no 
minute, record or resolution of taxpay- 
that of 


the expected contingencies was ever dis- 


er’s directors as evidence any 


cussed. Taxpayer did not prove, the 
court says, that purpose of the accumu- 
lation of earnings was other than the 
avoidance of tax. To a large extent the 
company was nothing but a pocketbook 
for its president. However, for 1946, the 
court finds that taxpayer’s accumulation 
of earnings was reasonable. The war 
had just ended, and while the company 
contemplated plant improvements, ma- 
terials were restricted and expansion dif- 
ficult. R. C. Tway Co., DC Ky., 1/12/60. 


Preferred stock redemption is not a divi- 
dend. The original capitalization of Uni- 
tek Corporation consisted of 350 shares 


of preferred stock sold at par of $100 per 
share and 550 shares of common stock 
sold at $1 per share. For each share of 
preferred stock purchased a person was 
entitled to buy one share of common 
stock. Thus the holders of the preferred 
owned 350 shares of common. The bal- 
ance of the common was owned by three 
persons who owned no preferred. In 
1955, the corporation redeemed 70 
shares of preferred by lot; all of plain- 
tiff's five shares were redeemed at par. 
Plaintiff considered the redemption an 
exchange on which neither gain nor loss 
was realized. The Commissioner treated 
the redemption as essentially equivalent 
to a dividend. The court sustains the 
taxpayer for two reasons: (1) The re- 
demption provision had a legitimate 
business purpose in facilitating the rais- 
ing of capital. Thus the initiative for 
the redemption came from the corpo- 
ration, not from the stockholders. (2) 
The redemption affected only 20% of 
the preferred stock, thus changing the 
proportionate stock ownership. The 
shareholders received a different amount 
in redemption than if a dividend on all 
the common stock had been declared. 
The Court also notes that when the re- 
maining preferred stock was redeemed 
in 1959 (four years after the taxable 
year involved) most of that stock was 
owned by persons who owned no com- 
mon stock. “Thus viewing the redemp- 
tion in the aggregate, its effect was also 
disproportionate.” Colvin, DC Calif’, 
9/2/59. 


Transfer of assets to corporation is sale, 
not contribution of capital. Taxpayer 
was a partner in a logging business with 
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a net worth of about $60,000. The part- 
nership was offered a promising, but 
hazardous, logging contract. A new 
corporation was formed with a capi- 
talization of $3,000 to take over this con- 
tract. The partnership sold its net assets 
to the corporation, accepting the capital 
stock in part payment. Stock was divided 
among taxpayer and his three partners 
in the same proportion as their partner- 
ship interests. Upon its organization, 
the corporation was indebted to tax- 
payer and another partner for $50,000. 
The corporation was able to obtain all 
necessary credit from banks and sup- 
pliers on the basis of its own financial 
condition, without the personal guaran- 
tees of the principal stockholder-credi- 
tors, and without subordination of their 
claims. The government treated subse- 
quent payments of $7,000 to taxpayer 
as a dividend, rather than as a reduc- 
On the 
initial capitalization of 


tion of debt. facts the court 


finds that the 
the corporation was adequate, and that 
payments to taxpayer were reductions 
of debt, to him, rather than 


dividends. Kinsel, DC Ore., 1 


taxable 
12/60. 


Debentures are not recognized in thin 
corporation. Upon incorporation of a 
partnership, the corporation issued $35,- 
000 of capital stock and $800,000 of 
debentures. The debentures were issued 
in the same proportion as the stock. 
They were subordinated to other debts 
and had certain voting rights in case of 
of the thinness of the 
the 
debentures are to be considered equity 


default. Because 


capital structure court finds the 


capital for tax purposes. Interest is not 


allowable as a deduction. R. C. Owen 
Co., Ct. Cls., 2/30/60. 
DIVIDENDS 


No tax due on distribution of treasury 
stock as bonus [Old law]. In 1952, 
payer distributed some shares of treasury 


tax- 


stock to employees as a bonus. The IRS 
attempted to tax the gain, holding that 
the taxpayer was dealing in its own 
stock as it would in shares of another 
corporation, resulting in taxability under 
1939-Code regulations. [Section 1032 of 
the 1954 Code specifically provides for 
mo recognition of gain to the corpora- 
tion on distributions of stock.—Ed.] The 
court holds for taxpayer. Payment of a 
bonus to employees in shares of its own 
stock is an incentive device which could 
not be achieved by use of other stock. 
Alternatively, the Commissioner argued 
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that no deduction should be allowed as 
compensation since the distribution was 
not taxable. Again, the court holds for 
taxpayer.. This is not a deduction at- 
tributable to earning tax-exempt 
come, which is not allowable. There was 
no income at all in this transaction. ‘Two 
judges dissent, saying that to permit the 
taxpayer to buy its stock at a low price 
and use it in lieu of cash bonuses at a 
higher value, without paying a tax on 
the increment, and at the same time to 
take a deduction for its value as com- 
pensation is unreasonable. Hercules 
Powder Co., Ct. Cls., 2/3/60. 


in- 


*Ordinary income on proceeds of sale 
of stock allocable to dividends. Taxpay- 
ers owned prior preference stock in a 
parent company which was undergoing 
a bankruptcy reorganization. Its sub- 
sidiary was to transfer new common 
stock plus a cash dividend thereon to 
the parent in exchange for the old com- 
held the parent. the 
parent was to distribute the new sub- 


mon by Then 
sidiary common plus the cash to its 
for their 


Upon consummation of the plan, the 


security holders securities. 
parent was to be completely dissolved. 
Had taxpayers participated in the plan, 
they would have received a cash divi- 
$103,000. Instead, they 
their stock to a third party, and realized 


dend of sold 
a gain of $468,000 which they reported 
as long-term capital gain. The District 
Court upheld the Commissioner's con- 
tention that $103,000 of the gain must 
be reported as ordinary income. This 
court affirms with one dissent. Taxpayers 
are held to have received the dividend 
constructively. After the date set for dis- 
tribution, the parent ceased to exist as 
an operating company, and its stock 
represented merely a right to other 
property. Consideration received from 
the sale of a right to ordinary income is 
taxable as ordinary income. The dis- 
senter notes, however, that the majority’s 
theory would result in the dividend 
being taxed to each of numerous holders 
who may have traded the stock before 
the distribution. Brundage, CA-7, 2/5/ 
60. 


SURPLUS ACCUMULATION 


Accumulation of earnings held unrea- 
sonable. Taxpayer-corporation, a sand 
and gravel producer, had a surplus of 
over $6,000,000 from 1945 through 1947. 
During this period, cash averaged about 
$3,000,000 and accounts payable about 


$1,250. Reserves for insurance, bond in- 
terest, post-war rehabilitation and taxes 
totaled about $4,300,000. After allow- 
ing these and an additional $500,000 
for working capital requirements as rea- 
sonable, the Tax Court found that an 
average of over $2,000,000 had _ been 
unreasonably accumulated in the years 
in question. Since 1927, taxpayer’s net 
earnings were between $200,000 and 
$1,000,000, dividends had 
paid in only two years. Taxpayer’s major 
contention in the Tax Court was that 
its officers reasonably believed that it 


and been 


was necessary to accumulate earnings, 
since taxpayer might have to enter the 
ready-mix concrete business. Taxpayer 
also contended that it required ade- 
quate working capital, and adequate re- 
serves for bad debts, depreciation and 
depletion, and additional income tax 
liabilities. The Tax Court upheld the 
Commissioner’s imposition of the ac- 
earnings tax. This 
The ultimate question 
whether a corporation is availed of for 


cumulated court 


affirms. of 
the purpose of avoiding surtax on share- 
Tax 
Court finding is clearly erroneous it 


holders is one of fact. Unless the 
should not be disturbed. Although the 
Tax Court found that, in the opinion of 
taxpayer's officers, demands from ready- 
threat to 
taxpayer's business, it did not find that 
this threat 


mix concerns were a severe 
reasonable 
need for a cash reserve sufficient to equip 
taxpayer for entry into the ready-mix 
business on a competitive basis. There is 


constituted a 


no evidence that sand and gravel pro- 
ducers were faced with destruction, as 
taxpayer contends, if they did not enter 
the ready-mix business, and the Tax 
Court found that taxpayer never in- 
tended such entry and never formulated 
definite plans for entering it. The allow- | 
ances made by the Tax Court exceeded 
any amount the taxpayer could possibly 
justify as reasonable reserves. Amounts 
credited to reserves for bad debts, de- 
preciation and depletion reduce earned 
surplus in the year of credit. Additional 
allowances for such reserves cannot be 
made. It is not necessary to decide who 
has the burden of proof, because even 
if it with the 
burden has been met. Smoot 
Gravel Corp., CA-4, 1/11/60. 


this 
Sand ¢ 


rests Government, 


Section 102 penalty surtax imposed. A 
corporation engaged in the business of 
operating a leasehold was found by the 
Tax Court to have accumulated surplus 
beyond its reasonable business needs for 
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the purpose of avoiding the imposition 
of surtax upon its sole stockholder. The 
record indicated a consistent and sub- 
stantial increase in working capital, and 
in absence of any immediate require- 
ment in thé business operations for such 
accumulation. This court affirms. Tax- 
payer was organized in 1924 with a paid- 
in capital of $5,000. In 1949, its ac- 
cumulated earnings and profits were 
$107,000, and it has never paid a divi- 
dend. The alleged reason for accumula- 
tion is to purchase the fee of the build- 
ing which it leases, but taxpayer did 
not know whether or when 

terms with the owner who 
$300,000 than taxpayer 
was willing to pay. Taxpayer's plan is 


it would 
come to 
wanted more 
too vague. Congress could never have 
intended the accumulated earnings tax 
to be so easily evaded. J. A. Dress Co., 
Inc., CA-2, 1/11/60. 


REDEMPTIONS 


Litigation proceeds received after liqui- 
dation were capital gain. At the time of 
liquidation of was 
prosecuting litigation against its land- 
lord for loss of profits by virtue of the 


a corporation, it 


landlord’s wrongful possession. Several 


years later the stockholders, taxpayers 
here, successfully completed the litiga- 
tion. The court holds the claim had no 
the 


Accordingly, the 


ascertainable fair market value on 


date of liquidation. 
proceeds are taxable as a capital gain to 
additional 
DC 


taxpayers, representing an 


liquidating dividend. Nakatani, 


Calif., 12/17/59. 


Preferred stock redemption not a divi- 
dend. Taxpayer corporation owned a 
majority of both the preferred and com- 
mon stock of a subsidiary corporation. 
Che preferred stock had been received 
in reorganization of the subsidiary in 
exchange for bonds and advances. Since 
the capital had originally been advanced 
to the subsidiary on a temporary basis, 
the district court found its redemption 
in the taxable year was not substantially 
equivalent to a dividend. Taxpayer had 
reported its basis equal to the redemp- 
tion price, resulting in no gain or loss. 
Upon reviewing the complicated trans- 
actions, the district court concluded its 
basis was only about 90% so that a 10% 
capital gain results. Since there was no 
dividend, the asserted personal holding 
fail, 
the tax on the gain was barred by the 


company surtax deficiencies and 


three-year statute of limitations (there 


being an omission of less than 25%). 
Further, the distributions by the corpo- 
ration to its individual stockholders, 
described as a partial liquidation, are 
largely non-taxable to the stockholders. 
The corporation had a deficit at the be- 
ginning of its taxable year, and the find- 
ing that it did not receive a dividend on 
the preferred stock redemption limits 
the taxable ordinary 
stockholders to the small 
amount of current year’s earnings. The 


income to the 
relatively 
balance of the distribution is a return 


of capital. Callan Court Co., CA-5, 


1/29/60. 


Estate constructive owner of stock held 
by residuary legatee until estate is final- 
ly closed. Stock held by a residuary lega- 
tee of an estate in administration is at- 
tributable to the estate in determining 
the income tax consequences of a stock 
redemption even though the estate has 
known assets sufficient only to cover its 
liabilities. The residuary legatee’s in- 
terest does not cease until the estate is 
finally closed. Rev. Rul. 60-18. 


REASONABLE SALARY 


Salaries paid by machine-tool firm to 
officer-stockholders found unreasonable. 
Salaries and bonuses paid by a corpo- 
ration to its five officers, who owned the 
stock, are found to have been excessive. 
Taxpayer made the engineering plans 
for rebuilding machine tools but sub- 
contracted the actual work. The salaries 
and bonuses ($30,000 to $85,000 each) 
varied with onwership; the corporation 
had paid no dividends since its incep- 
tion; the much 
lower salaries prior to their association 


officers had received 
with the corporation; and the remark- 
able increase in corporate profits was 
due not to the officers’ sagacity and in- 
dustry, but to abnormal wartime con- 
ditions. The court also holds that pre- 
miums paid on health and accident in- 
surance policies on four of its officers 
(the fifth was uninsurable) were allow- 
able as deductions. Ernest, Holdeman & 
Collet, Inc., TCM 1960-10. 


PERSONAL HOLDING 


Foreign corporation holding securities 
in domestic corporations must file Form 
1120NB with schedule PH. A Nether- 
land corporation, the majority of whose 
stock is owned by five aliens and whose 
capital is invested in stocks and bonds 
of domestic corporations, is classifiable 
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as a personal holding company, even 
though the alien stockholders would 
not be subject to a surtax on distributed 
corporate earnings. As a personal hold- 
ing company, the corporation would be 
entitled to a deduction for dividends 
paid, including consent dividends. Even 
though its U. S. income tax on divi- 
dends received from sources within the 
United States is fully satisfied at the 
source, the corporation must, neverthe- 
less, file a Form 1120 NB, together with 
Schedule PH. Rev. Rul. 60-34. 


Wherry Act housing corporation col- 
lapsible | Acquiescence]. Gain derived by 
taxpayers upon the redemption of part 
of their stock in rental housing projects 
is found to be ordinary income. The 
corporations were collapsibie. ‘he cor- 
porations built rental housing under the 
Wherry Act at Fort Bragg. The stock re- 
deemed, Class B, had originally been 
issued to an but was later 
acquired by taxpayers, whose Class A 
was not redeemed. The court considered 
it immaterial whether the distributions 
in redemption of the stock was paid out 
of mortgage loans or whether they were 


architect 


made out of rentals received by the 
corporations. In either event the gain 
was attributable entirely to the proper- 
ties constructed and was distributed be- 
fore the corporations realized a_ sub- 
stantial part of the total net income to 
be derived from them. Furthermore, the 
court held a corporation may be collaps- 
ible even though it continues in exist- 
ence and retains the property. Bryan, 32 


TC No. 10, acq., IRB 50-1959. 


COLLAPSIBLES 


Construction corporation collapsible; 


mortgage pro- 


ceeds are ordinary income. Two corpora- 


distributions of excess 
tions, organized to construct housing 
projects with FHA loans, distributed to 
taxpayer-stockholders the excess of the 
mortgage loan proceeds over the total 
cost of construction. Prior to the distri- 
bution, the corporations received $105,- 
000 from a savings bank as a premium 
for placing the FHA insured mortgage. 
The Tax Court held the corporations 
1939 Code Section 
117(m), and the distributions taxable as 


collapsible under 


ordinary income, even though the “view 
to distribute” the excess funds may not 
have arisen until after the completion 
Furthermore, the fact 
that the Commissioner did not mentio 


his specific reliance on Section 117(m) 


of construction. 
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in his deficiency notice does not help 
the taxpayers, since the 30-day letters 
and protests showed a clear intent to 
rely on that section, and the Commis- 
sioner did not have the burden of proof. 
This court affirms. The mortgage pre- 
miums were not net income to be de- 
rived from the property, so the ques- 
tion as to whether or not a substantial 
portion of the net income was derived 
does not arise. It is sufficient if the ‘view 
to distribute” arises when the corpora- 
tion is availed of. Taxpayers could have 
entertained such a “view,” even before 
117(m) Retro- 
active enactment of this section did not 


Section was enacted. 


violate taxpayer's due process rights 
under the Fifth Amendment. Sidney, 


CA-2, 1/6/60. 


EXCHANGES 


Discount interest on bonds carries over 
to new bonds in nontaxable exchange. 
The broker, 
trader or dealer in securities, exchanged 
noninterest-bear- 


taxpayer, who is not a 


certain nondefaulted, 
ing debentures which had been issued 
at a discount for new ten-year deben- 
tures pursuant to a tax-free reorganiza- 
tion of the debtor. When the new deben- 
tures are redeemed prior to or at matur- 
ity, that part of the redemption value 
which represents original issue discount 
and is taxable as 


constitutes interest 


ordinary income. Rev. Rul. 60-37. 


No loss recognized on sale and lease- 
back. The Service reiterates its position 
that a conveyance for cash of the fee to 
business property and simultaneous 
lease-back for a term of 30 years plus 
three days constitute, in substance, a 
single, integrated transaction unde1 
which there is an “exchange” of prop- 
erty of like kind with cash as boot. The 
decision of the Second Circuit in Jor- 
dan Marsh Company [269 Fed(2d) 453), 
holding the conveyance for cash to be a 
loss is allowed, will 


Rev. Rul. 60-43. 


sale on which not 


be followed. 


*IRS will tie loss carry-overs to assets 
and business under Libson rule [Old 
Law]. In light of the Supreme Court de- 
cision in Libson Shops (353 U.S. 382), 
the Service enunciates principles relat- 
ing to the effect of carry-overs and carry- 
backs of net operating losses and un- 
used excess profits tax credits across the 
line of corporate fusions and successions 
effected by statutory mergers or consoli- 
dations under the 1939 Code. The carry- 


April 1960 


forward offset income of the re- 
sultant corporation attributable to assets 
acquired by it from the absorbed corpo- 
ration and used in continuing the pre- 
fusion business of such absorbed con- 
stituent, while the portion of the loss 
attributable to the 
acquired by the resultant corporation 
from an absorbed constituent and used 
in continuing the prefusion business of 
such constituent may be carried back. 


These principles have no application to 


may 


or credit assets 


mergers or consolidations under the 
1954 Code. Rev. Rul. 59-395. 
LIQUIDATIONS 


*Fire insurance proceeds are nontaxable 
under Section 337. After adopting a plan 
of liquidation, taxpayer suffered a fire 
loss. The insurance proceeds exceeded 
the basis for the property. Taxpayer 
claimed the gain was not taxable under 
Section 337. That Section provides for 
non-recognition of gain or loss on sale 
of corporate assets during a 12-month 
liquidation. The Commissioner argued 
that Section 337 was not applicable be- 
cause there was no sale or exchange. 
The court holds for taxpayer. An in- 
voluntary conversion is treated as a sale 
for purposes of Section 337, as for other 
purposes. But the legal and adjuster 
fees are not deductible. They must be 
applied to reduce the proceeds. 
Towanda Textiles, Inc., Ct. Cls., 2/3/60. 


Late filing of election bars tax-free one- 
month liquidation. Taxpayer and an- 
other each owned 50% of the stock of a 
corporation. On November 25, 1952, the 
shareholders adopted a resolution call- 
ing for complete liquidation during 
December, 1952. 1939 Code Section 
112(b) and 1954 Code Section 333 pro- 
for 
shareholders upon the liquidation of 


vide non-recognition of gain to 
their corporation within one calendar 
month. However, the holders of at least 
80% of the voting stock must file elec- 
tions within 30 days after the plan of 
liquidation is adopted. Taxpayer 
claimed that she mailed an 
within 30 days. The IRS said the elec- 
tion was not received until after the 30- 
day period. The other shareholder did 
not file an election within the 30-day 
period. The Tax Court holds that it is 
unnecessary to determine whether tax- 
payer’s election was timely, since the 
other shareholder’s was not timely. The 
holders of at least 80% of the stock 
must file timely elections in order for 


election 


the benefits to be available to any stock- 
holder. Ragen, 33 TC No. 80. 


Liquidation occurred after Code made 
loss nondeductible. The Tax Court 
denies taxpayer a deduction for a loss 
on the liquidation of its subsidiary. Tax- 
payer argued that the liquidation began 
prior to 1/1/36 (the effective date of 
the non-recognition rules of the 1939 
Code) and therefore the loss should be 
recognized. The court finds that the 
continued business activity of the sub- 
sidiary and the lack of a formal resolu- 
tion or plan of liquidation negatives 
any intent to liquidate prior to 1936. 
Herbert A. Nieman & Co., 33 TC No. 
53. 


Mortgage received in corporate liqui- 
dation had ascertainable value. Upon 
liquidation of a corporation of which 
he was sole stockholder, taxpayer took 
over a second mortgage which the corpo- 
ration had received as part of the sale 
of the property four years previously. 
In reporting capital gain on this sale, 
the corporation had valued the mortgage 
at 20% of face. In the liquidation, how- 
ever, taxpayer took the position that the 
had no ascertainable value 
and reported the collections as received 
as Capital gain. The court finds that the 
obligation was not merely contingent 
and that the mortgage had a value of 
20% at time of liquidation. Collections 
in excess of that value are ordinary in- 
come. Campagna, DC N. Y., 12/4/59. 


mortgage 


Cost of stock held in subsidiary at time 
of liquidation determines stepped-up 
basis of assets received by parent. Pur- 
suant to Section 334(b)(2), a parent 
corporation can get a stepped-up basis 
on liquidation of a subsidiary where it 
acquires 80% control of the stock by 
purchase within a two year period. Only 
the adjusted basis of the stock held by 
the parent immediately prior to the 
liquidation is includible in determining 
However, 
amounts paid by the parent to the 
minority stockholders after the liquida- 
tion treated as the 
liability assumed by the parent with 
respect to the minority stockholders, and 
the amounts so paid are also to be in- 
cluded as part of the over-all basis of 
the assets acquired. Rev. Rul. 59-412. 


the basis of the property. 


are release of a 


Stockholders’ private auction fixes fair 
market value of liquidating distribution. 
Taxpayer held 50% of the stock of a 


— 
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corporation which owned a _ building. 
[wo other individuals held the remain- 
ing 50%. The three decided to liquidate 
the corporation and its was agreed that 
the other two stockholders would either 
purchase taxpayer's interest in the build- 
the build- 
g to taxpayer. The three stockholders 


or sell their interest in 


ing 


greed to sell to the interest making the 
highest bid. Taxpayer bid $100,250, and 
then acquired the interest of the other 
two upon dissolution of the corporation 
$50,125. 
alued her liquidating dividend how- 


by paying them Taxpayer 
ver, by using an appraiser’s valuation 
f $80,000, claiming that the auction 
) bids inflated the other 


stockholders knew of her determination 


were because 


— 


) acquire the property for sentimental 
reasons. The court holds the fair mar- 


et value of taxpayer’s half interest in 
he building received on dissolution was 
$50,000. It finds that the bid of $100,000 

the 


other two stockholders consti- 


ited a proper measure of fair market 
ilue since it was made as a willing offer 

purchase without compulsion. Moore, 
TCM 1959-233. 


— 


Section 337 is inapplicable to liquida- 
tion followed by reincorporation. A dis- 
osition within a 12-month period of all 
assets of a corporation which retains 

s corporate charter, followed by the im- 

| mediate reactivation of the corporation 
another business by its former stock- 

der, is not a “complete liquidation” 
1 purposes of Section 337. Consequent- 
gain or loss is recognized to the corpo- 


i 
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sales within the 12 months 
following adoption of the plan. Rev. 
Rul. 60-50. 


ration on 


Corporation reactivated after eight years 
of dormancy can choose new fiscal year. 
A calendar year corporation was com- 
pletely liquidated in 1949. No steps for 
formal dissolution were ever taken by 
either the corporate officers or the state 
officials. Eight years later the corpora- 
tion was used to acquire title to land. 
It is, the IRS rules, a new taxpayer and 
may elect a new fiscal period without 
prior approval of the Commissioner. 


Rev. Rul. 60-51. 


RELATED TAXPAYERS 


Premium paid to stockholder for debt 
retirement is deductible. 
50% stockholder owned its entire issue 
of 6% The other stockholders 
desired to retire the bonds, but the 50% 
stockholder was reluctant to permit this 
because the bonds were thought to be 
an attractive investment. After negotia- 


Taxpayer's 


bonds. 


tions, a 7% premium was paid to retire 
the The court the 
premium as a deductible expense in the 
year of retirement. Although the parties 
were related, the dealing here was at 
Packet 


bonds. allows 


arms length. Baltimore Steam 
Co., Ct. Cls., 1/20/60. 


Commissions to related sales organiza- 
tion found excessive. Taxpayer manu- 
facturing corporation and a sales com- 
pany were wholly-owned subsidiaries of 
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a parent holding company. The sales 
company had office and 
apart from the taxpayer and no em- 


no separate 
ployees other than salesmen. It employed 
no clerks, and all accounting records 
kept for it or in its name were kept by 
taxpayer's bookkeeping department. Its 
office costs were also borne eritirely by 
taxpayer. A determination by the Com- 
missioner is sustained that, of the $120,- 
000 commissions paid by taxpayer to the 
sales corporation, $20,408.49 (an amount 
equal to sales corporation’s net income 
for the year) was disallowed as a deduc- 
tion to taxpayer as unreasonable and 
excessive for the services actually ren- 
dered. Sterno, Inc., TCM 1959-241. 


Failure to pay accrual within 2% 
months bars deduction of later payment. 
In 1951, taxpayer-corporation, on an 
accrual basis, deducted accrued interest 
due its principal stockholder. The in- 
terest was not includible in the stock- 
holder’s 1951 income and was not paid 
within 214 months of the end of tax- 
payer‘s taxable year. Accordingly, the de- 
duction was disallowed. The Tax Court, 
citing the Regulations, denies a deduc- 
tion to taxpayer upon subsequent pay- 
ment of the amount. Taxpayer, on an 
accrual basis, could deduct the interest 
only when accrued. The earlier disallow- 
ance, in effect, permanently bars a de- 
duction. Two dissenting judges argue 
that Congress did not intend to elimin- 
ate the deduction completely but merely 
to delay it until payment. North Ameri- 
can Service Co., Inc., 33 TC No. 77. 
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How to integrate pension, profit-sharing 


plans for employees in foreign service 


by ISIDORE GOODMAN 


Many American businessmen with operations abroad are interested in having pen- 


sion and profit-sharing plans for their American employees only. Question: can such 


a plan be qualified for purposes of U. S. tax? The answer is: maybe. Mr. Goodman 


discusses how such plans work, considers whether such a plan needs to be qualified, 


and considers how such a plan could be integrated with a foreign social security 


Mr. 


system. 


Goodman is Chief, Pension Trust Branch, IRS. The views expressed 


here are his and do not necessarily reflect the position of the Service. This article 


is based on a paper written for a meeting of the American Management Association. 


UESTIONS ARE frequently asked 
Q whether a pension or profit-sharing 
plan covering only citizens of the United 
States who are employed abroad may 
qualify under Section 401(a) for tax 
purposes in this country. At first blush, 
there may be an impulse to answer the 
question categorically. Whatever answer 
is given, however, most likely will have 
to be modified subsequently. 

It would perhaps be germane to ask 
a preliminary question, whether it is 
really necessary to qualify a plan for 
employees in foreign service. The answer 
to that question depends on the objec- 
tives that are sought to be attained. 


Tax consideration 


Deductions for employer contributions 
under pension and profit-sharing plans 
do not necessarily depend upon the 
qualification of the plan. The employer 
may obtain deductions under a non- 
qualified plan if the employees’ rights 
to or derived from such contributions 
are nonforfeitable at the time paid (Sec- 
tion 404(a)(5)). 

True, 


such includ- 


ible in the gross income of employees 


contributions are 


having nonforfeitable interests (Section 
402(b) and 403(c)). However, except as 
to amounts paid by the United States 
or any agency thereof, a citizen of the 
United States who is a bona fide resident 
of a foreign country, or countries, for 
an uninterrupted period which includes 


an entire taxable year (Section 911(a) 
(1)), or who is present in a foreign 
country, or countries, for at least 510 
full days during a period of 18 consecu- 
tive months (Section 911(a)(2)), is not 
subject to tax in this country on earned 
income for services rendered abroad. In 
the latter situation, however, the exclu- 
sion is limited to $20,000 where the 18- 
month period includes the entire tax- 
able year, or to the proportionate part 
for less than the entire taxable year. As 
for whether 
made under a qualified or nonqualified 


employer contributions, 
plan, they are treated as though paid 
to the employees for their foreign serv- 
ice, and, if the employees meet the re- 
quirements for the exclusion of foreign 
service earned income, such contribu- 
tions are includible in their tax-free re- 
coverable bases as if they had been made 
by the employees directly (Section 72(f) 
(2)). 
With 


ments of a non-exempt pension or profit- 


respect to income on _ invest- 
sharing trust, that is subject to tax. 
However, a foreign trust which derives 
no income from U. S. sources is not sub- 
ject to tax in this country, but, to the 
extent that it such tax 
attaches thereto by withholding at the 


source. 


has income, 


Qualified plans for foreign employees 
There are, however, situations where 
qualification of a plan covering foreign 


service employees is essential or, at least, 
desirable. A morale problem, for ex- 


ample, may arise where employees of a} 


parent company in the UV. S., having a 
qualified plan, are asked to transfer to 
a foreign subsidiary. Unless they can re- 
tain and continue their pension rights 
they may be loath to accept the foreign 
assignment. The problem may be solved 
by having the subsidiary join in the 
plan of the parent company. 

In other cases, the foreign subsidiary 
may have a plan. If so, a recruiting in- 
ducement for management personnel to 
go abroad and supervise the work of 
nonresident aliens may be a provision 
for greater benefits based on compensa- 
tion above a specified amount. 

Where a qualified plan is involved, 
all applicable requirements must be met 
regardless of whether the employees are 
in domestic or foreign service. Sufficient 
coverage is one of such requirements. 
The plan must cover either: (1) at least 
70% of all employees, or 80% or more } 
of the eligible employees if at least 70% 
are eligible, after eliminating in either 
case temporary and short service em- 
ployees (Section 401(a)(3)(A)), or, in the 
alternative, such employees as qualify 
under a which does not 
discriminate in favor of those who are 
officers, 


classification 


— ee 


shareholders, supervisors, or 
highly compensated (Section 401(a)(3) 
(B)). 

The percentage requirements necessi- 
tate the inclusion of a large portion of 
employees. This is not always feasible 
and, in many cases, the alternative of 
a nondiscriminatory classification is oil 
vided. In setting up such a classification, 
there may be excluded all employees 
whose entire annual remuneration con- 
stitutes “wages” under the Federal In- 
surace Contributions Act (Section 40] 
(a)(5)). Such exclusion keeps out em- 
ployees who are compensated below the 
Social Security limit. 
Similarly, where it is desired to include 
all employees but to provide a higher 
rate of benefit or contribution for em- 
ployees compensated above such level 
than for others, the qualification of the 
plan may not necessarily be adversely 
affected thereby (Reg. Section 1.401-I(e 
(1)). The reason for a difference in treat- 
ment is to make it possible for plans 
that supplement the social security pro- 
gram to qualify.! 

This necessitates integration of the 
benefits under the employer's plan with 
those under a governmental 
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Within this concept it is possible to 
maintain a qualified plan which covers 
only citizens of the U. S. employed 
abroad, or to provide a higher rate of 
benefit on contributions for such em- 
ployees. Hence, the problem is to deter- 
mine what integration processes are in- 
volved in correlating the benefits under 
the employer’s plan with those under a 
program maintained by a government 
for working people generally. 


Integration concept 

Integration is predicated on the con- 
cept that the total benefits resulting to 
each employee under the employer's 
plan and under the governmental pro- 
gram, or under such program only, 
establish an integrated and correlated 
etirement system satisfying the tests for 
qualification.? In other words, the bene- 
fits from both sources must not be more 
favorable for higher paid employees 
than for employees who are compensated 
at lower levels. Putting it another way, 
if only one plan is in existence which 
covers all employees and provides each 
with a benefit equal to two per cent of 
( ympensation per year of service, there 
can be no discrimination in favor of one 
group as against another. Similarly, if 
there are two plans, one covering all em- 
ployees and providing each with a bene- 
fit of 2% of compensation up to $5,000 
per annum, and the other covers only 
those who are compensated in excess of 
$5,000 if the benefits on compensation 
ver $5,000 are similarly computed at a 
2% rate, one group is not treated more 
favorably than the other. In making 
such a comparison, the governmental 
program is treated as one plan and the 
employer-established plan as the other. 


The Social Security Act concerns most 


Sen. Rep. No. 1631, 77th Cong., 2nd Sess., RA 
1942, Tech. Discussion, CB 1942-2, 606. 

Reg. Section 1.401-3(e) (1). 

For rulings on integration at the various Social 
Security maximum compensation levels—at $3,000 
per annum, see: Mim. 5539, CB 1943, 499; IT’s 
3613, 3614, and 3615, CB 1943, 475, 476, and 477, 
respectively; and PS Nos. 5, 13, and 30, dated July 
29, 1944, Aug. 24, 1944, and Sept. 16, 1944, respec- 
tively; at $3,600, see: Mim. 6641, CB 1951-1, 41; 
and Rev. Rul. 13, CB 1953-1, 294; at $4,200, see: 
Reg. Section 1.401-3(e); and Rev. Rul. 56-692, CB 
1956-2, 287; at $4,800, see: TD 6447, 25F R533, Jan. 
22, 1960. 

‘P.S. No. 34, 9/23/44; Rev. Rul. 12, CB 53-1, 290. 

U. S. Department of Health, Education, and Wel- 
fare, Social Security Administration, ‘Social Se- 
curity Programs Throughout the World, 1958.” 
® Rev. Rul. 57-163, part 5(e), CB 1957-1, 128. 

Ibid, part 5(k). 

’ Ibid, part 2(j) and (k) (2). 

’ Reg. Section 1.401-1(b) (1) (i). 
Rev. Rul. 57-163, part 2(c) (2), CB 1957-1, 128. 
See footnote 9, supra. 

‘2 See footnote 10, supra. 


people in this country. Hence, most 
qualified plans which cover only em- 
ployees who are compensated above a 
stated amount, or, if there is no exclu- 
sion because of the amount of compensa- 
tion, provide a higher rate of benefit for 
those whose earnings are in excess of the 
specified level than for those below such 
level, are integrated with the old-age, 
survivors, and disability insurance 
(OASDI) benefits of the Social Security 
Act.3 

OASDI benefits, however, are not the 
only benefits under a governmental pro- 
gram with which the benefits under an 
employer’s plan may be compared. Plan 
benefits may, for example, also be inte- 
grated with those under the Railroad 
Retirement Act.4 Similarly, it is also pos- 
sible to integrate plan benefits with 
those under a foreign social security 
system, provided that the factors are 
comparable and can be equated. 


Foreign social security systems 

Many countries have developed var- 
ious systems to provide benefits under 
public programs effective in old age, or 
in the event of earlier disability, or upon 
the death of the family head. Some also 
provide temporary benefits which are 
paid during periods of incapacity, ma- 
ternity, and unemployment. A recent 
study shows the number of countries 
having programs in the respective cate- 
gories, as follows:5 


Old-age, invalidity, and 


survivors programs 58 
Health and maternity programs 59 
Unemployment programs 26 
Family allowance programs 38 
Work injury programs 77 


Only such public benefits which can 
most nearly be equated with those under 
an employer’s plan can be considered 
for integration purposes. Hence, it is 
appropriate to summarize the different 
types of public benefits and determine 
which may be applicable. 

The most far-reaching, of course, are 
those payable in old-age or retirement. 
The attainment of a prescribed age is 
almost always a prerequisite for such 
benefits. In some countries, complete or 
substantial retirement is a further con- 
dition which must be met. Under some 
programs pension benefits are payable 
because of invalidity or permanent and 
total disability. Further, provision may 
also be made for survivors’ benefits. 

Such benefits and requirements can 
be equated with those under a qualified 
plan. A pension plan provides for a 
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normal retirement age which usually 
corresponds with the retirement age 
under the public program.® Similarly, a 
profit-sharing or stock bonus plan may 
provide for a stated retirement age 
which is one of the events for fixing the 
time for making Also, 
pension plans may contain provisions for 


distributions. 


early retirement because of disability, 
and profit-sharing and stock bonus plans 
may provide for accelerated distribu- 
tions in such event.7 Further, qualified 
plans may make provision for payments 
to survivors or beneficiaries.8 All of these 
attributes evaluated and com- 
pared with those under the public sys- 
em. Integration in such situations is, 
therefore, feasible. 


can be 


Many types of benefits under public 
programs, however, do not lend them- 
selves to integration with an employer's 
plan. In one category are those which 
are payable because of sickness and ma- 
ternity and include cash benefits and 
medical services. Such benefits, however, 
may not be provided under a qualified 
pension plan.® The occurrence of the 
specified event may, nevertheless, com- 
mence distributions under a profit-shar- 
ing plan.10 

Unemployment benefits are closely 
linked in some countries with the gen- 
eral social security program, while in 
others they are completely independent. 
In either situation, such benefits are not 
of the type which are provided under 
qualified pension but 


plans,!! layoff 


from employment may constitute an 
event giving rise to distributions under 
a profit-sharing plan.!* 

de- 


signed to provide additional income to 


Family allowance programs are 
families with children so as to meet to 
some extent the increased cost of main- 
tenance. Benefit formulas under such 
programs and provisions for dependents’ 
supplements and orphans’ pensions are 
generally geared to family allowance 
programs. The benefits are not usually 
of the type provided under qualified 
plans. 

Work injury programs provide bene- 
fits in the event of incapacity or death 
resulting from an injury or an occupa- 
tional disease in the course of employ- 
ment. They and 
medical benefits and are usually pro- 


include both cash 
vided under workmen’s compensation 
laws which are administered separate 
and apart from pension and profit-shar- 
ing plans. 

The foregoing summarization, accord- 
ingly, limits the field of social security 
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programs which may be integrated with 
qualified plans to old-age, permanent 
total disability, and survivors’ benefits 
similar to OASDI benefits in this coun- 
try. 


Integration processes 

In integrating plan benefits with those 
under a social security system it is im- 
portant to make comparisons, as nearly 
as possible, of like with like. It is recog- 
nized, of course, that in many instances 
cannot be found, 
primarily because the private plan does 


exact equivalents 
not comprehend as wide an area as does 
the public program. On an overall basis, 
however, the ratio of benefits to com- 
pensation should be closely 
under the private and under the public 


similar 


program. 

It has heretofore been pointed out 
that integration rules have been estab- 
lished for correlating plan benefits with 
those under governmental programs in 
this country.12 With respect to foreign 
many 
involved and changes frequently occur. 


programs, however, systems are 
It is, therefore, not feasible to establish 
integration criteria for the various for- 
eign programs which will be acceptable 
for qualification purposes in the United 
States. Accordingly, the employer who 
seeks a determination as to the qualifica- 
tion of a plan involving integration with 
a foreign social security system should 
obtain and furnish a copy of the current 
foreign system and establish that the 
total benefits under the plan and such 
system constitute an integrated and cor- 
related retirement system which satisfies 
the requirements for qualification. 

In doing so, the first step is to deter- 
mine a basic rate of benefit as a per- 
centage of compensation which is to be 
determinative of participation in the 
plan or to delineate differences in plan 
benefits based on compensation levels. 
For illustrative purposes, the procedure 
applicable to integration with OASDI 
benefits will be used. Such procedure, 
with possible appropriate modifications 
for local variations, 


is similarly ap- 


plicable in integrating plan benefits 
with those under a foreign system. 
OASDI benefits are now computed on 
compensation up to a maximum of $4,- 
800 per annum. The 1958 amendments 
to the Social Security Act provide for 
for deter- 
mining the primary insurance amounts. 
Such amounts, except those based on 


very low average monthly wages, are 


a consolidated benefit table 


based on a formula which provides for 





April 1960 


58.85% of the first $110 of average 
monthly wage, plus 21.4% of the next 
$290 thereof. If the amount resulting 
from this formula is not in even dollars, 
it is rounded to the nearest dollar. 
Thus, on an average monthly wage of 
$400 the primary insurance amount, as 
shown in the table, is $127. 

The primary insurance amount of 
$127 is equal to 31.75% of the average 
monthly wage of $400. Cognizance must 
also be taken, however, of the survivor 
and supplemental benefits provided. 
These are deemed to have a value of 
50% of the employee’s benefit, which, 
together with such benefit, results in a 
total of 150%.14 Hence, the 31.75% rate 
is increased by 50 per cent for a total 
of 47.625%. 


Employers, employees contribute 


Both employers and employees con- 
tribute under the social security system. 
The employee’s contribution is in the 
form of an income tax!5 and is not de- 
ductible in computing taxable income.16 
The employer’s contribution, however, 
is in the form of an excise tax.17 The 
current rate, attributable to each, is 3% 
of compensation up to $4,800 yearly. 

For integration purposes, comparisons 
are made with a noncontributory plan. 
Hence, the rate, which thus far has been 
computed as 47.625% of the average 
monthly wage of $400, is to be reduced 
by the portion which represents em- 
ployee contributions. 

Since the rate for employees and the 
employer is the same, a one-half reduc- 
tion may seem to be in order. That, how- 
ever, would not reflect the actual situa- 
tion. Older employees have been able 
to retire with large OASDI benefits 
towards which they have made inconse- 
quential contributions. This was made 
evident in a recent comparison of bene- 
fits and taxes for individuals who re- 
tired at the end of 1958 and who had 
been covered since 1937 at the maxi- 
mum wage subject to tax.18 It was 
shown, for example, that, under these 
circumstances, for a male age 65, with a 
wife of the same age, the expected bene- 
fits amounted to $30,406, or, when dis- 
counted at 3%, reduced to $23,491. That 
individual had paid only $1,026 in taxes, 
which, with compound interest of 3% 
per annum, amounted to $1,335, or less 
than 6% of the discounted value of the 
benefits. 


Obviously, that individual did not 
contribute one-half of the value of the 
provided. Contributions by 


benefits 


younger employees and employer con- 
tributions based on total covered com- 
pensation of all employees must be used 
to make up the difference. Of course, 
not all retiring employees will find 
themselves in a situation as favorable 
as this. On an overall basis, for the 
present covered group, it is estimated 
that approximately 22% of the OASDI 
benefits is attributable to employee con- 
tributions.19 Hence, the 47.625% previ- 
ously computed, is to be reduced by ap- 
proximately 22 per cent thereof, which 
results in a basic integration rate of 
$7.5%. 

Subject to adjustments which may be 
applicable under various circumstances 
to be hereafter discussed, a classification 
of employees under a noncontributory 
pension plan which is limited to em- 
ployees earning in excess of $4,800 per 
annum will not be considered discrim- 
inatory, for the purpose of qualifica- 
tion,2° if normal annual retirement 
benefits for any employee cannot exceed 
37.5% of his average annual compensa- 
tion in excess of $4,800. The benefits 
under such plan are deemed to be inte- 
grated with OASDI benefits under the 
Social Security Act. The integration rate 
may be applied to average annual com- 
pensation over the highest five consecu- 
tive years. 

This rate is predicated on a straight 
life annuity where the normal retire- 
ment age is not under 65 for men or 
60 for women. Various adjustments are, 
however, required for other provisions, 
such as death benefits, optional retire- 
ment benefits, early retirement, and em- 
ployment for less than 15 years. Where, 
for example, the normal retirement age 
under the plan can be attained before 
completion of 15 years of service with 
the employer, the normal retirement 
benefits cannot exceed 2.5% of average 
annual compensation in excess of $4,800 
for each year of service.21 It requires 15 


years of, service at 2.5% per year to 


13 See footnotes 3 and 4, supra. 

14 Reg. Section 1.401-3 (e) (2). 

15 IRC Section 3101. 

16 Ibid, Section 3502 (a). 

17 Ibid, Section 3111. 

18 Actuarial Techniques Useful in Public Relations 
Operations of Social Security Systems, by Robert 
J. Myers, published in the 1959 ‘International Re- 
view on Actuarial and Statistical Problems of So- 
cial Security. : 

19 Reg. Section 1.401-3(e) (2), as amended by TD 
6447, 25F R533, Jan. 22, 1960. 

20 IRC Section 401(a) specifically’ Section 401 (a) 
(3) (B). 

*1 Reg. Section 1.401-3(e) (2), as amended by TD 
6447, 25F R533, Jan. 22, 1960. 

22 Ibid, Section 1.402 (a)-1¢a)'(8). 

3 Ibid, Section 1.401-3 (e) (2). 
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produce the basic integration benefit 
rate of 37.5%. Thus, in the case of an 
employee with only 12 years of service, 
the maximum rate would be 30%. 
Where integration is involved and the 
plan also provides benefits in the event 
of death before retirement, not exceed- 
ing the higher of the reserve or the total 
prior contributions on a typical indi- 
vidual level annual premium funding 
method, and there are no other death 
benefits or life insurance except those 
for which the current cost is includible 
in the employee’s income,?? the basic in- 
tegration rate is reduced to 33.33%. 
Adjustments are also required where 
an annuity for a period certain, or with 
refund features, is provided. The extent 
of the reduction depends on the value 
of the additional feature which is added 
to a straight life annuity. An annuity 
for 10 years certain and life thereafter, 
under an integrated plan, requires a 
10% reduction. Thus, the 37.5% basic 
rate would be reduced to 33.75%, or, 
if provision is also made for benefits 
equal to the higher of the reserve or 
total prior contributions, payable in the 
event of death before retirement, the 
adjusted rate would be 30%; i.e., 37.5% 
reduced to 33.33% for the death bene- 
fit feature, and 33.33% reduced by 10% 
thereof for the 10-year-certain feature. 


Conversion of basic rate 

The 37.5% rate is used in a fixed- 
benefit type of plan, i.e., a benefit com- 
puted in accordance with a stated rate 
applied to compensation. This rate, or 
as adjusted for the value of features 
such as discussed above, is, however, con- 
verted to equivalent rates under other 
types of plans. 

In a typical unit-benefit plan, i.e., a 
benefit based on a percentage of com- 
pensation for each year of service recog- 
nized under the plan, the basic, or ad- 
justed, fixed-benefit rate is divided by 
the typical working span to determine 
1 rate per year of service. For this pur- 
future service, where related to 
career average compensation, is based 
m 30 years and total service on 45 
Thus, a future rate of 
1.25% per year is determined by divid- 
ing 37.5% by 30, and a past service rate 
of .8333% is derived by dividing 37.5% 
by 45. Of course, if adjustments are re- 
quired for death or other benefits, the 
reduced basic rate is divided by 30 and 
45 for future and past service, respective- 


ly. 


pose, 


years. service 


Where a higher rate of benefit is pro- 


vided for employees whose. compensa- 
tion exceeds a specified level than for 
those whose compensation is below such 
level, the plan is integrated if the dif- 
ference in rates is no greater for those 
benefiting from the higher rate than the 
applicable integration rate. Thus, a pen- 
sion plan which covers all employees is 
satisfactorily integrated where, for ex- 
ample, it provides a future service bene- 
fit rate of 2%, and a past service rate 
of 1%, of compensation in excess of 
$4,800 per annum, and only 1% for 
future service and .5% for past service, 
on compensation below $4,800. The dif- 
ferentials are 1% and .5% respectively, 
whereas they could conceivably have 
been as high as 1.25% and .8333%, re- 
spectively. 


Money-purchase plan 


A different approach is called for in 
a money-purchase type of plan, i.e., one 
in which benefits are not predetermined 
but are such as can be obtained with 
the accumulated contributions and the 
increments thereon. Hence, the benefit 
rate must be converted to a contribu- 
tion rate. For this purpose, it is assumed 
that at an average age each 1% of life 
annuity benefit provided by employer 
contributions costs 7.5% of compensa- 
tion. Hence, a 1.25% unit-benefit would 
require a contribution of 9.375% of 
compensation. For practical purposes, 
instead of first dividing the basic rate 
of 37.5% by 30 to arrive at the unit- 
benefit rate of 1.25%, and then multi- 
plying that by 7.5% to arrive at 9.375%, 
the same result is obtained by dividing 
the 37.5% by 4. 

The resulting 9.375% is the maximum 
rate which is applied to actual compen- 
sation in excess of $4,800 per annum and 
allocated to the employees from em- 
ployer contributions for future service. 
If a benefit based on past service is also 
provided, that is determined under the 
principles applicable to a unit-benefit 
type of plan, i.e., a maximum rate of 
.8333% of compensation in excess of 
$4,800 for each year of past service. 


Integrated profit-sharing plans 


An integrated profit-sharing plan 
presents a unique problem, that is, 
how contributions which 
are dependent on profits with definitely 
determinable OASDI benefits. Profits, of 
course, ebb and flow with the fortunes 
of business. Nevertheless, to the extent 
that employer contributions are made 
for employees who are compensated 


to com pare 
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above a specified compensation level, or 
who are provided with a greater rate of 
employer contributions than those who 
are compensated below such level, inte- 
gration is required and the contribution 
rate applicable to allocations for the 
higher compensated employees must be 
appropriately limited. 

For this purpose, the profit-sharing 
plan assumes the aspects of a money- 
purchase pension plan in that it will 
provide such benefits as can be obtained 
with the accumulated contributions and 
increments thereon. Accordingly, the 
same rate of 9.375%, computed as in 
the case of a money-purchase pension 
plan, applies to compensation in excess 
of $4,800 under an integrated profit- 
sharing or stock bonus plan. It should 
be observed, however, that such plan is 
not to be maintained concurrently with 
a pension or annuity plan which is also 
integrated with OASDI benefits and 
which provides for employer contribu- 
tions or benefits based upon all or part 
of the same compensation considered 
under the profit-sharing or stock bonus 
plan.?8 


Conclusion 

Employees in foreign service stand in 
a unique position from an income-tax 
point of view. If they satisfy the require- 
ments as to services rendered abroad, 
they may qualify for the earned income 
exclusion obtain tax-free recover- 
able bases with respect to employer con- 
tributions under pension and profit-shar- 
ing plans, regardless of the status as to 
qualification of the plan. Similarly, de- 
ductions for employer contributions are 
not always dependent upon plan quali- 
fication, nor is there need for qualifica- 
tion in the case of a foreign situs trust 
unless it income from sources 
within the United States. 

There are, however, other considera- 
tions determinative as to 
whether a qualified plan is to be main- 
tained for employees in foreign service. 
The objectives which are sought to be 
attained must be carefully weighed in 
deciding upon establishing a qualified 
or nonqualified plan. Where the choice 
is for qualification, all applicable re- 
quirements must be met. There are no 
exceptions solely for the reason that the 
covered employees are in foreign serv- 
ice. 

Integration of plan benefits with those 
under a social security system, however, 
may constitute the vehicle for ac- 
complishing the desired purpose under 


and 


derives 


which are 
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a qualified plan. There are various types 
of benefits under many foreign social se- 
curity systems but, for integration pur- 
poses, comparisons and equations must 
be made most nearly of like with like. 
In this respect, the benefits under old- 
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age and retirement systems are nearest 
to plan benefits and lend themselves to 
an appropriate correlation. Where this 
is satisfactorily accomplished the plan 
is integrated and may qualify as a plan 
for employees in foreign service. w 


Contingencies may still be a good idea 


in deferred compensation contracts 


erie a man labors quickly in 
the face of a chilling wind to in- 
sulate his house against the approaching 
winter only to find that his work is 
completed at that moment when the 
sun announces springtime. 

This appears to have happened again. 
The tax practitioner has worked to in- 
sulate the deferred compensation con- 
tract against the cold threat of current 
taxation. Standing back to view his 
work with satisfaction, he discovers the 
possibility that Rev. Rul. 60-31 (see 12 
JTAX 138) 
necessary. But winter may come again. 


makes his insulation un- 
Wherever it can be done without sacri- 
fice I am inclined to favor retention of 
such contingencies as insurance against 
a change in climate. 

The deferred compensation contract 
has interested taxwise individuals for a 
considerable time. The typical arrange- 
ment is where an employer agrees to 
pay to an employee an annual amount 
after his retirement from active service. 
The post-retirement amount may be 
paid for life or for a time certain. The 
purpose of the arrangement is to shift 
the employee’s income from current high 
tax bracket years to future low tax 
bracket years. 

Along with his desire to shift present 
income into the future, the employee 
also has the natural desire to have some 
assurance that he will receive the monies 
He would like to have 
trust fund 


vested right. While these would give 


in the future. 


the assurance of a and a 
him the security he desires, they would 
also in all probability cause him to be 
taxed currently under the theory of 
constructive receipt or the doctrine of 
economic benefit. Consequently, the 
principal characteristic of the deferred 
compensation contract has been that it 
is supported only by the employer’s sim- 
ple promise to pay the monies during 
the post-retirement period. 

But the tax 


man is of a cautious 
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breed. For a great many years he has 
had the uneasy feeling that a simple 
promise to pay may not assure tax de- 
ferral. He has had the fear that the 
Commissioner would attack the arrange- 
ment with his weapons of constructive 
receipt and economic benefit. He has 
attempted, therefore, to insulate the 
contract against present taxation by in- 
serting in the contract certain conditions 
which the employee must meet in the 
future. The theory is that so long as the 
employee is capable of violating the 
conditions in the future, and thus void- 
ing the contract, the contract can have 
no present taxable value. The em- 
ployee has a forfeitable interest in the 
contract. 


Forfeiture clauses 

Typical forfeiture clauses which ap- 
in contracts in various combina- 
tions are as follows: 

1. The service-age clause under which 
the employee must remain in the service 
of the employer for a stated number of 
years or until a stated age is reached. 
This clause is designed to protect the 
arrangement during the ‘“‘work-out” pe- 
riod. 

2. The non-compete clause under 
which the employee agrees not to com- 
pete with his employer after retirement. 
This is protection for the ‘“‘pay-out” pe- 
riod. 


pear 


3. The consulting clause under which 
the employee holds himself available for 
consulting during his _past-retirement 
“payout” period. 

4. The income clause, a sometimes 
complex affair under which the amount 
of the “pay-out” is geared to the post- 
retirement earnings of the employee or 
the employer, or both. 


These forfeiture clauses have many 


defects and have raised problems in 
other areas of tax law. Nevertheless, the 
clauses have become standard ingredi- 
ents of deferred compensation contracts. 


The taxation of the simple promise 
to pay received attention from the courts 
in Oates, 18 TC 570, aff'd., 207 F.2d 
711, CA-7, 1953, in which it was held 
that the employer’s promise to pay 
money in the future to a cash basis tax- 
payer had no present value and there- 
fore could not be taxed until the pay- 
ments were received. This case also drew 
a distinction between the promise made 
by a commercial company and the 
promise of a third party. The Oates 
case supported the thinking of the tax 
practitioner that the receipt of a simple 
promise to pay was not a taxable event, 
but the case had little warmth in its 
comfort because the Commissioner 
posted a non-acquiescence on Oates. 
The forfeiture clauses continued to be 
an integral part of the deferred com- 
pensation contract while rumor drifted 
about that the Treasury Department 
would issue a ruling clarifying the 
taxation of deferred compensation con- 
tracts. 

How does Rev. Rul. 60-31 affect the 
simple promise and the unfunded ar- 
rangement? The Commissioner accepts 
the premise that the giving of a simple 
promise to pay future sums by an em- 
ployer to a cash basis employee, which 
promise is unsecured by notes or fund- 
ing arrangements, does not give rise to 
taxable income. In accepting this prem- 
ise, the Commissioner withdrew his non- 
acquiescence in Oates and substituted 
his acquiescence. By various illustrations 
in Rev. Rul. 60-31, the Commissioner 
indicates that the forfeiture clauses are 
not necessary to postpone the time of 
taxation. Rev. Rul. 60-31 apparently re- 
moves the threat of constructive receipt 
and economic benefit from the simple 
promise. Does this mean that the tax 
practitioner should ignore the caution 
which he has exercised in the past? 
If he is conservative by nature, he may 
not wish to do so. One thing which the 
tax man must remember is that the 
Commissioner has changed his mind in 
the past on tax matters and withdrawn 
or modified his rulings. While the Com- 
missioner has for the present liberalized 
his attitude toward deferred compensa- 
tion contracts, these contracts are drawn 
for the future (perhaps as much as 40 
years in the future), and, therefore, in 
the opinion of this writer, it is still 
prudent to protect the simple promise 








[Mr. Wood is a CPA and Tax Manager, 
Arthur Young & Co., Pittsburgh.]} 








with 
been 
will 
say th 
asa 
nomic 
it me 
not 1 
clause 
our ti 
Th 
memQ¢ 
set Uj 
perso 


N 


Accu 
and ¢ 
empt 
tion, 

ment 
prem 
contr 
sion 

cumu 
contr 





plus 
a tru 
a pl 
401(a 
affect 
if ad 
tion 
plan. 
allow 
redui 
earne 
latior 
prece 


36-m 
ance 
1946, 
conc 
tors ; 
In 1! 
sural 
socia 
tutec 
sprez 
over 
the * 
paye 
80% 
sona. 
36 n 
come 
servi 
poin 
for t 
form 





ymise 
ourts 
F.2d 
held 
pay 


| tax 


here- | 


pay- 
drew 
nade 
the 
Jates 
tax 
mple 
vent 
n its 
oner 
lates. 
o be 
com- 
ifted 
nent 
the 


con 


the 
l ai 
cepts 
nple 
em 
hich 
und 
e to 
rem 
non 
uted 
tions 
one! 
; are 
e of 
y re 
eipt 
nple 
tax 
ition 
past? 
may 
. the 
the 
d in 
‘awn 
10m 
lized 
-nsa 
‘awn 
s 40 

in 
still 


mise 


ager, 


a 





with the forfeiture clauses which have 
been used as insulation in the past. It 
will be noted Rev. Rul. 60-31 does not 
say that forfeiture clauses are ineffective 
as a barrier against the threats of eco- 
nomic benefit and constructive receipt; 
it merely indicated that the clauses were 
not necessary. Why then discard the 
clauses unless non-tax reasons override 
our tax caution? 

This viewpoint is strengthened by the 
memory of pressures upon Congress to 
set up some uniform tax treatment for 
persons whose total income is received 





iccumulation of dividends on insurance 
and annuity contracts purchased by ex- 
empt pension trust may affect qualifica- 
tion, reduce allowable deduction. Pay- 
the employer of the full 
premiums on insurance and annuity 


ment by 
contracts purchased by an exempt pen- 
for 
on 


sion trust without reduction ac- 


cumulated dividends earned such 
contracts creates a contingency or sur- 
plus reserve. If a significant portion of 
a trust fund consists of such a reserve, 
Section 
{0l(a) of the Code could be adversely 


affected. This would not occur, however, 


plan’s qualification under 


if advance funding were minor in rela- 
tion to the actuarial liability under the 
plan. However, the deduction otherwise 
allowable under Section 404(a) must be 
the amount dividends 
earned, and interest credited on accumu- 


reduced by of 
lations thereof, in the current or next 


preceding taxable year. Rev. Rul. 60-33. 


36-month spread-back is denied insur- 
ance salesman who devised policy. In 
1946, taxpayer, an insurance salesman, 
conceived a new plan for insuring doc- 
tors against accident and health hazards. 
In 1951, he 
underwriter and a medical as- 


was able to interest an in- 
surance 
sociation in the plan, and it was insti- 
1952. 
spread the commissions received in 1952 
ver the period 1946-1952 is rejected by 
Tax Court. Under the Code, a tax- 
payer who receives in one year at least 


tuted in Taxpayer’s effort to 


the 


80% of the total compensation for per- 
sonal services rendered over a period of 
36 months or more may spread the in- 
come over the period during which the 
The court 
points out that in order to be eligible 
for this relief, the services must be per- 


services were performed. 


formed for an existing entity. Since tax- 


New compensation decisions this month 


substantially within a relatively short 
period of years. The question of how 
such legislation would affect the de- 
ferred compensation contract is pres- 
ently beyond even conjecture, and, be- 
cause it is, that is more reason why the 
contract should have all the protection 
possible. 

This writer joins in the applause for 
the Service’s liberalized approach to the 
simple promise. It is the right approach. 
But tax practitioners are of a cautious 
breed. It might be well to retain the 
insulation. Winter may come again. * 


payer first interested the medical or- 
ganization and the insurance company 
in 1951, that is the year that the services 
are deemed to have commenced. Accord- 
ingly, the services were not performed 
over a period of at least 36 months, and 
taxpayer is not eligible for the spread- 
back. The court also notes that, in de- 
termining whether 80% was received 
in one year, the fact that taxpayer in- 
corporated during the 
material. The pivotal question is the 


year is im- 
amount of the total compensation paid 
for the particular personal service and 
not to whom it is paid. Finley, 33 TC 
No. 86. 


Reacquisition of stock sold with repur- 
chase option starts new holding period. 
In 1948, taxpayer sold stock in his fam- 
ily corporation to a friend for $5,000, 
with the understanding that he could 
buy it back at any time for $10,000. 
Taxpayer repurchased the stock in 1951 
and, less than 6 months later, the corpo- 
ration distributed its assets in complete 
liquidation. Taxpayer argued that to the 
extent that the fair market value of the 
stock exceeded $10,000, the option to 
repurchase was really a retained capital 
interest in the stock during the period 
while his friend held it. Accordingly, he 
contended that part of the gain on 
liquidation should be long term rather 
than The 
agrees, finding that taxpayer retained 


short-term. Tax Court dis- 
only a bare option to repurchase, which 
is not a capital asset. That there was a 
completed sale of the stock is indicated 
by the fact that taxpayer’s friend was 
record owner and had physical | posses- 
sion of the stock and that he received 
all dividend income from the stock while 
he held it. Taxpayer’s holding period 
started anew when he reacquired the 
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stock and the gain on liquidation is 
therefore short-term. Wyman, 33 TC 
No. 70. 


Extra compensation for services before 
18th birthday is back pay. Additional 
longevity pay received by a member of 
the Armed Forces in accordance with the 
Act of 3/6/46 and the Career Compen- 
sation Act of 1949, attributable to serv- 
ices performed prior to his becoming 18 
years of age, qualifies for back pay re- 
lief where such amount exceeds 15% of 
taxpayer's gross income for the year. 
Rev. Rul. 60-9. 


Rules issued on deferred compensation 
arrangements. ‘Tie Service discusses var- 
ious factual situations involving a de- 
ferral of compensation and its deter- 
mination whether the doctrine of con- 
structive receipt is applicable to an in- 
volved taxpayer reporting on the cash 
It holds, in that 
nonforfcitable additional compensation 


basis. one situation, 
to be received by an employee under an 
employment contract over a period of 
years only after termination of his em- 
ployment, or upon his becoming in- 
capacitated, is taxable only when ac- 
tually received. But a football player's 
bonus for signing a two-year contract, 
which was placed in escrow to be paid 
over a five-year period, is ruled tax- 
able to the player in the year pay- 
ment is made to the escrow agent. [See 
discussion of this ruling last month, 
12 JTAX 180.—Ed.] Rev. Rul. 60-31. 


Can’t spread back commissions on 13 
orders. Taxpayer was employed as a 
general sales representative to sell ma- 
chine tools. Shortly after his employ- 
ment, taxpayer contacted representatives 
of the Ford company and carried on ex- 
tensive promotional activities and nego- 
tiations with them leading toward the 
receipt of 13 orders which were shipped 
and paid for. Since his activities with 
reference to the 13 orders extended over 
36 months, 1951-1954, he sought to al- 
the commissions of $35,000 re- 
ceived in one year over the employment 


locate 


period. Tax Court held, and this court 
that the 
not constitute compensation for “an em- 


affirms, total commissions do 


ployment” and cannot qualify for 
spreadback relief. As a general salesman, 
taxpayer was not directed in his employ- 
ment to any particular project. Each of 
the 13 orders he negotiated with Ford 
was separate and distinct. Ranz, CA-6, 
1/21/60. 
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Tax planning for the professional 


firm; changes in membership 


by LAURENS WILLIAMS 


The tax advantages and hazards arising on the death or retirement of partners 


and upon the admission of new ones are considered by Mr. 


Williams in this 


article, which is complementary to the one by him in our February issue on 


problems at formation and during the ordinary operation of a professional firm. 


ire: TERMINATION OF A PARTNERSHIP 
has serious tax consequences. How- 
ever, whether or not a partnership 
terminated under state law, it will be 
considered continuing for Federal tax 
purposes unless one of two things oc- 
curs: (1) no part of the partnership 
business continues to be carried on by 
any of the partners in partnership form, 
or (2) within a twelve month period 
there is a “sale or exchange” of 50% 
of the total interest in both 
the partnership capital and profits.1 Ac- 
cording to the Regulations, this second 
rule covers not just a single sale or ex- 
change but embraces the cumulative 
effect of all sales and exchanges occur- 
ring within a twelve month period.? The 
Advisory Group has recommended 
amendment of the statute 
sales and exchanges, thus confirming the 
interpretation of present law in the 
Regulations.’ Special rules are provided 
in the Code for determining continuity 
in cases of mergers and splitups of part- 
nerships.* 

Under the statutory scheme, the part- 
ners are given no option as to whether 
the partnership is to be deemed continu- 
ing or terminated. Unless one or both 
of the specified conditions is met, the 
partnership is deemed to have not ter- 
minated. If either of the two specified 
conditions is met, the partnership is 
conclusively deemed to have been ter- 
minated—in which case the assets of the 
partnership are deemed to have been 
distributed to the partners in liquida- 
tion of the partnership, and then, if an- 
other partnership is deemed created, to 


or more 


to refer to 


have been recontributed by the contin- 
uing partners to that new partnership.5 


Two-man partnership 


The Regulations provide that upon 
the death of one partner in a two-man 
partnership, the partnership is not con- 
sidered terminated so long as the suc- 
cessor in interest of the deceased partner 
continues to share in the partnership 
profits or losses.6 Thus, if a new part- 
ner comes into the partnership during 
this interim period—while the deceased 
partner’s successor is receiving a share 
of partnership profits—the original part- 
nership will be deemed to continue with- 
out a break, even after payments to the 
deceased partner’s successor are ended, 
so long as 50% or more of the total 
interest in the partnership profits is not 
sold or exchanged. 

The reason why death of one member 
of a two-man partnership does not 
necessarily cause a termination of the 
partnership is this: The rule providing 
for the termination of a partnership by 
sale or exchange of a major share of the 
partnership interest does not include 
such income-tax-free transfers as gifts, 
bequests, and transfer by death of a 
partnership interest. Such transfers are 
not sales or exchanges. Moreover, the 
Regulations provide that the complete 
liquidation of a partner’s interest in the 
partnership is not treated as an ex- 
change.? However, the Regulations make 
it clear that sales and exchanges between 
existing partners are covered by the 50% 
termination rule.8 

Because of this differing treatment of 


liquidations of partnership interests by 
the partnership as distinguished from a 
sellout of an interest in the partnership 
to the remaining partners, the partners 
may be able to control the termination 
or continuation of the partnership in 
cases where partners are going in and 
out of the firm, merely by arranging the 
form of the transaction to achieve the 
desired result. So long as a partner, or 
his successor in interest, withdraws by 
the liquidation route there is no danger 
of termination. The Advisory Group has 
suggested that such a major difference 
in tax results should not turn on a mere 
matter of form. It therefore has recom- 
mended changing the law to provide 
that the partnership shall not be ter- 
minated by sale of 50% or more to ex- 
isting partners who have been in the 
partnership for twelve or more months 
prior to the time of such sale.® 

Termination of the professional part- 
nership produces a number of tax con- 
sequences to the partners. The taxable 
year of the partnership ends. Thus, if 
the partnership reports on an account- 
ing period different from those of the 
partners, termination will produce a 
bunching of partnership income in the 
partners’ return. On termination, the 
property of the partnership is deemed 
distributed to the partners. If there is 
a new partnership, new elections will 
have to be made, which may result in 
the loss of old tax advantages. 

As in the case of current distribu- 
tions, the distribution of partnership 
property on termination of the profes- 
sional partnership ordinarily will pro- 
duce no gain or less to the partners.1° 
In effect, it is treated as a tax free ex- 
change. In the usual case, the partner 
will simply reduce the adjusted basis 
of his interest in the partnership by the 
amount of cash coming to him and al- 
located the remainder of the adjusted 
basis of his interest in the partnership 
among the other assets received, first 
to unrealized receivables and inventory 
to the extent of the partnership’s basis 
in such items, and then to any remain- 
ing property.12 

Since professional partnerships ordi- 
narily have no inventory, and ordinarily 
use the cash method of accounting and 
hence have a zero basis in their un- 
realized receivables, these rules create 
no major tax problems. However, if the 
money received exceeds the partner’s 
adjusted basis of his interest in the part- 
nership, gain is recognized to the ex- 
tent of this excess;*3 in such case, any 
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other property also received would have 
a zero tax basis to the partner for future 
gain or less purposes. Loss is recognized 
upon termination of a_ professional 
partnership only if the liquidating dis- 
tribution received by the partner con- 
sists solely of cash and unrealized re- 
ceivables and inventory, and the loss 
recognized is limited to the excess of 
the partner’s basis over the money and 
the basis of the property received (usual- 
ly the partnership’s carried-over basis in 
these items).14 Any gain or loss recog- 
nized on the termination of the partner- 
ship will be capital gain or loss—long 
or short term, depending upon the hold- 
ing period of the partnership interest15 
—unless there has been a disproportion- 
ate distribution of unrealized receivables 
or appreciated inventory, in which event 
the exceptions [See Mr. Williams dis- 
cussion of these exceptions at 12 JTAX 
66, Feb. 1960—Ed.] in connection with 
disproportionate current distributions 
involving unrealized receivables and sub- 
stantially appreciated inventory apply to 
the terminating distribution. 


Sale of part of interest 


A common situation cal’ ug for the 
adjustment of the existing partners’ 
shares of the partnership occurs when 
an associate is made a partner or when 
a new partner is brought into the part- 
nership from the outside. In such cases, 
the new partner ordinarily will be ex- 
pected either to purchase his capital 
interest from the existing partners or 
to contribute sufficient new capital to 
the partnership to reflect the partnership 
interest acquired. An adjustment may 
also be caused where an existing partner 
sells part of his interest to the other 
partners. In all of these sales situations, 
both the selling and the buying part- 
ners have potential tax troubles. 

The principal tax problem of the 


Section 708(b) (1). 
* Reg. 1.708-1(b) (1) (ii). 
*Recommendation No. 9, Revised Report of Ad- 
visory Group on Subchapter K of the Internal Rev- 
enue Code of 1954 (on Partners and Partner- 
ships), December 31, 1957. See also Section 708 (b) 
(1) (B) of Subchapter K in 2 of H.R. 4460, 86th 
Congress, lst Session. 
* Section 708 (b) (2). 

Reg. 1.708-1 (b) i 
* Reg. 1.708-1(b) 
* Reg. 1.708-1(b) 
* Reg. 1.708-1(b) (1) (ii). 
* Recommendation No. 9, Revised Report of Advis- 
ory Group on Subchapter K, cit. ft. 3 supra, p. 20. 
See also Section 708(b) (1) (B) of Subchapter K 
in 2 of H.R. 4460, 86th Congress, Ist Session. 
1° Section 731(a). 
“ Section 732(b). 
12 Section 732(c). 
18 Section 731(a) (1). 
4 Section 731 (a) (2). 
8 Sections 731(a) and 741. 
Section 751(a). 
7 See Reg. 1.731-1(c) (3). 
‘8 Reg. 1.708-1(b) (1) (ii). 
® Section 706(c) (2) (A) (i). 
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sellers concerns the realization of ordi- 
nary income on the sale of part of 
their share of the partnership’s unreal- 
ized receivables.16 To avoid this prob- 
lem, the selling partners might withhold 
the unrealized receivables from the sale 
and thus avoid an immediate tax there- 
on. Of course, when the unrealized re- 
ceivables are later collected, the selling 
partners (who still own them) would be 
taxable thereon; however, the money 
therefrom then would be available to 
them in the partnership to pay the tax. 
If the unrealized receivables are not 
withheld from the sale, the selling part- 
ners would be well advised to try to 
secure agreement with the purchasing 
partner as to the value to be placed 
thereon. In other words, the partners 
should try to reach a fair evaluation 
between themselves of the unrealized 
receivables in fixing the part of the sales 
price attributable to the interest in the 
unrealized receivables being sold. So 
long as the agreement is a fair one at 
arm’s length, it should avoid possible 
headaches later on examination by the 
Internal Revenue Service. 

The problem of the buyer of part of 
an interest in the partnership is that 
he wants to secure a step-up in basis 
for the underlying partnership assets 
to reflect the price he has paid for his 
interest in the partnership. For example, 
unrealized receivables ordinarily will 
have a zero basis to a professional part- 
nership reporting on the cash receipts 
and disbursements method of account- 
ing, since the costs attributable thereto 
will have been deducted, and nothing 
will have been taken into income on 
account of them. But such assets may 
have substantial value and ordinarily 
such value is reflected in the price the 
buyer is to pay for an interest in the 
partnership. The buying partner will 
want an agreement with the remaining 
partners, before he makes his purchase, 
for election under Section 754 to adjust 
the basis of the underlying partnership 
assets (including such unrealized re- 
ceivables) for his account under Section 
743. Ordinarily a buyer will be wise 
to try to reach this agreement before 
he makes the purchase, rather than af- 
ter, because afterwards he may not be 
able to secure the agreement of the 
other partners, since it may not be to 
their advantages to give him their con- 
sent, and the optional step up in basis 
under Section 754 is a partnership elec- 
tion, not an election by an individual 
partner. 
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[Mr. Williams is a member of the Wash- 
ington, D.C. and Atlanta, Georgia, law 
firm of Sutherland, Asbill & Brennan. 
This paper was delivered by Mr. Wil- 
lams at the recent Ninth Tulane Tax 
Institute and will be included in the 
proceedings of the institute being pub- 
lished by Bobbs-Merrill & Co.) 





If the circumstances concerning a pro- 
posed sale of part of a partnership in- 
terest are such that the partnership 
would be considered terminated if the 
sale were made, the partners may wish 
to try to change the nature of the 
transaction so that it will take on the 
aspects of a partial liquidation of the 
old partners’ interests combined with a 
contribution of property by the new 
partner in return for his partnership in- 
terest. If successful, this would avoid the 
adverse effect of termination of the part- 
nership. However, such an effort might 
be considered as a step transaction, in 
which case both steps might be treated 
as a sale by the retiring partners di- 
rectly to the incoming partner.17 

It seems rather clear that where an 
incoming partner contributes new, addi- 
tional, capital and the other partners do 
not withdraw any of their partnership 
capital, the readjustment of the partner- 
ship interests between them do not in- 
volve any features of a sale. The Regu- 
lations specifically provide that a con- 
tribution of property to a partnership 
does not constitute a sale or exchange 
for termination purposes.18 In such case, 
the contribution rules already discussed 
in connection with the formation of a 
partnership come into play. Quaere: 
does this offer a way of avoiding a tax 
on the existing partners upon the sale 
of part of their share of the unrealized 
receivables under Section 751(a)? 


Sale of whole interest 


The problems presented by this type 
of transaction are similar to those al- 
ready discussed in connection with the 
sale of part of a partnership interest. 
The problems of the seller with respect 
to unrealized receivables are the same 
as those already discussed. Another po- 
tential difficulty presents itself, however, 
in that the partnership taxable year of 
the seller closes upon the sale of his 
entire partnership interest.19 Where the 
selling partner is on an accounting pe- 
riod different from that of the partner- 
ship, this gives rise to a problem of 
timing the sale in order to prevent 
bunching of income to the selling part- 
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ner. For example, assume the partner 
reports on the calendar year and the 
partnership on a June 30 fiscal year. 
If the sale of the partner’s interest oc- 
curs on December 31, 1959, the partner 
would have to include in his 1959 in- 
come tax return not only his share of 
the partnership income for its fiscal 
year ended June 30, 1959, but also for 
the last six months of 1959. However, 
if the partner waited until January 1, 
1960 to make the sale, his share of 
the short partnership year would be 
included in his 1960 return and thus 
bunching would be avoided. Moreover, 
in any event, tax on this share of the 
income of the partnership for the short 
year would be deferred for one calendar 
year. 

Closing of a selling partner’s taxable 
year also may create a problem for the 
partnership itself in that it would neces- 
sitate an interim closing of the partner- 
ship books to determine the amount and 
character of the selling partner’s part- 
nership income up to the time of the 
sale. However, this can be obviated if 
partners agree among themselves as to 
the seller’s pro-rata part of the partner- 
ship income for the short year.?9 

Where a partner is selling out pro- 
portionately to the other existing part- 
ners, the problems arising upon the 
closing of the partnership year as to 
the selling partner may be avoided by 
liquidation of the partner’s interest by 
the partnership in lieu of sale of it. 
The problems created by the liquida- 
tion of a partner’s interest will be dis- 
cussed below in connection with the 
retirement of a partner. 

The principal. concern of the pur- 
chaser of a partnership interest usually 
will be that already discussed in con- 
nection with the purchase of a part of 
an interest—namely, how to obtain a 
step-up in the basis of the underlying 
partnership assets to reflect the purchase 
price he in effect has paid for them. 
In addition, if the partnership happens 
to have the advantage of a fiscal ac- 
counting period, the purchaser will want 
to make certain that the sale to him of 
the partnership interest will not operate 
to terminate the partnership and thus 
cause the loss of the benefit of its fiscal 
Of the 
remaining partners will also be inter- 
ested in preventing the termination of 
the partnership. They may seek to ac- 
complish this result by having the part- 
nership liquidate the old partner out 
and by then permitting the new part- 


year. course, in such a case 
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ner to contribute in. But, as previous- 
ly noted, the Internal Revenue Service 
might attack the arrangement as a step 
transaction and contend that what really 
occurred was a sale directly between the 
partner who was getting out and the 
partner who was coming in.?! 


Retirement of a partner 


The usual method of handling the 
retirement of a partner is to have the 
partnership liquidate his interest. While 
the Code provides that the taxable year 
of the partnership closes as to a partner 
whose entire interest is liquidated,?? the 
Regulations offer a solution to the prob- 
lems and hardships this might entail 
by making it clear that for Federal tax 
purposes a retiring partner continues 
to be a member of the partnership until 
all payments due him have been paid 
by the partnership.23 Thus, the prema- 
ture closing of the partnership taxable 
year with respect to the retiring partner 
may be prevented simply by the use of 
a series of payments, and by properly 
fixing the time of the last payment. 

Payments which a retiring partner re- 
ceives in liquidation of his interest in 
the partnership are divided for tax pur- 
poses between (1) payments for the re- 
tiring partner’s capital interest (which 
are capital payments) and (2) ordinary 
income payments. The capital payments 
do not include amounts representing 
unrealized receivables.24 Moreover—and 
this is an important point to keep in 
mind—the capital payments do not in- 
clude sums paid for partnership good 
will, unless the partnership agreement 
so provides.25 The Advisory Group on 
Subchapter K recommended change of 
present law so that whatever the part- 
ners agree concerning an amount paid 
for good will need not be in the part- 
nership agreement itself.26 

The remaining partners receive no re- 
duction in their taxable income as a re- 
sult of the payments made for the re- 
tiring partner’s capital interest, since 
such amounts are in the nature of 
capital acquisition costs. Such payments 
result in gain to the retiring partner 
only to the extent they exceed the basis 
for his capital interest, and any gain 
realized would be capital gain.27 The 
payments made to the retiring partner 
other than for his capital interest con- 
stitute ordinary income to him and re- 
duce, pro tanto, the taxable income of 
the remaining partners.28 

Since unrealized receivables are not 
capital assets or Section 1231 assets, pay- 


ments made for the retiring partner's 
share in the partriership’s unrealized re- 
ceivables do not give the remaining 
partners a step up in the basis thereof.29 
However, the remaining partners do ob- 
tain the benefit of a reduction in their 
distributive shares of partnership in- 
come to the extent of the amount paid 
out by the partnership to the retiring 
partner with respect to his interest in 
the unrealized receivables. To make sure 
that they are not ‘“whipsawed,” on 
subsequent examination of returns, on 
any difference between the reduction 
allowed the remaining partners by rea- 
son of payments made to the retiring 
partner attributable to his interest in 
unrealized receivables and the amount 
they later must take into income when 
the unrealized receivables are collected, 
the remaining partners should protect 
themselves by establishing by agreement 
with the retiring partner the precise 
amount to be paid for the unrealized 
receivables. Such an agreement will 
benefit the retiring partner also, for 
he will know precisely how much of the 
payments he receives are to be treated as 
ordinary income on account of the 
liquidation of his interest in the part- 
nership’s unrealized receivables. 


Allocation of payments 


The partners have considerable flexi- 
bility under the Code in determining 
the portion of the payments to retiring 
partners which is to be deemed made for 
capital, and the amount: deemed at- 
tributable to ordinary income items. As 
long as the partners agree, and their 
agreement is bona fide and at arm’s 
length, it should not be questioned. 
Moreover, there is great flexibility as 
to the period over which the payments 


are to be made.30 In addition, the ordi- | 
, , 
nary income portion of the payments | 


may be either fixed in amount (guaran- 
teed payments) or they may fluctuate, 
as a percentage of partnership earn- 
ings.31 In professional partnerships, the 
use of percentage payments rather than 
guaranteed payments usually is attrac- 
tive for several reasons. Percentage pay- 
ments are less of a burden on the re- 
maining partners than are fixed amounts 
which they are bound to pay regardless 
of partnership earnings. Also, if per- 
centage payments are used, the recipient 
will continue to receive ordinary income 
in his customary fashion, except for the 
fact that such income may be in reduced 
percentage amounts, 

For practical reasons, 


the periodic 
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ordinary income payments to the re- 
tiring partner ordinarily should not be 
extended over too long a time. A one- 
to-five year period normally would ap- 
pear to be the best arrangement. Too 
long a stretch-out has obvious disad- 
vantages both to the retiring partner 
and to the continuing partners. Of 
course a long stretch-out may keep the 
retiring partner’s income in lower tax 
brackets, but this is at the expense— 
to the remaining partners—of higher net 
cost to them for they will be in higher 
tax brackets. Furthermore, the longer 
the period the greater the chances that 
the partnership may be constructively 
terminated while the liquidating pay- 
ments are still going on. In such case, 
under present law there would be a 
serious problem as to the deductibility 
of the remaining payments by the new 
partnership that assumes the obligation. 
The Advisory Group has recommended 
amendment of the Code to assure the 
same treatment to the successor partner- 
such a case.32 Still another 
amendment proposed by the Advisory 
would that, if all 
amounts payable in liquidation of a 
partnership interest are payable within 
a twelve month period, such payments 
would be considered as being made en- 
tirely for the capital interest of the 
retiring partner unless the partners have 
provided otherwise.33 


ship in 


Group provide 


Death of partner 


In general the problems that arise on 
the death of a partner are similar to 
those already discussed in connection 
with the retirement of a partner and the 
sale of a partner’s entire interest, except 
that additional difficulties are caused by 
the fact of death. 

Frequently professional partnerships 
life to fund the 
amounts necessary to liquidate or pur- 
chase a deceased partner’s interest in 
the partnership. It makes a great deal 
of difference for Federal 


carry insurance 


tax purposes 
how such life insurance funding is han- 
dled. 

If the partners wish the liquidation 
rules to apply, they should have the 
insurance policy owned by the partner- 
ship instead of the partners—the part- 


Reg. 1.706-1(c) (2) (ii) 

Reg. cit. ft. 17. 

Section 706 (c) (2) (A) (ii). 

Reg. 1.736-1(a) (6). 
* Section 736(b) (2) (A). 
» Section 736(b) (2) (B). 
* Recommendation No. 14, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 3 supra, p. 
20. See also, Supplemental Report of the Advisory 
Group, December 8, 1958, p. 1, and Section 776 
(b) (2) (C) of Subchapter K in 2 of H.R. 4460, 


nership itself should receive the proceeds 
from the insurance and use those funds 
to liquidate the deceased partner’s in- 
terest. In addition, the partnership 
agreement should provide that the in- 
sured partner has no interest or incident 
of ownership in the policies on his life 
and provide that the insurance is to 
inure solely to the benefit of the surviv- 
ing partners. If these things are done, 
notwithstanding that the insurance pro- 
ceeds will be tax free to the partnership, 
the use made of the funds by the part- 
nership will increase the basis of the 
surviving partners’ interests in the part- 
nership, and no part of the insur- 
ance proceeds will be included in the 
deceased partner’s estate for estate tax 
purposes. 

On the other hand, if the partners 
prefer that the rules applicable to sales 
of a partnership interest apply, the part- 
ners should own the life insurance on 
each other. In other words, cach partner 
should own—proportionately—life insur- 
ance on the other partners. The pro- 
ceeds of each policy should be payable 
io the partner who owns such policy. 
Each surviving partner should then use 
the proceeds of the policies owned by 
him on the deceased partner’s life to 
purchase his proportionate share of the 
deceased partner’s interest in the part- 
nership. If the partnership has three or 
more partners, it is possible to have a 
single policy on each partner owned 
proportionately by the other partners. 
Section 101(a)(2)(B) of the Code re- 
moves the risk that transfers of interests 
in such policies among the partners con- 
stitute transfers for valuable consider- 
tion; thus the deceased partner’s interest 
in policies on the lives of the surviving 
partners may be bought by the surviving 
partners without danger that, on later 
maturity of such policies by death of 
the insured, part of the proceeds will 
constitute taxable income to the pur- 
chaser. 

Partner’s final return 

The deceased partner’s estate has tax 
problems generated by the partner's 
death. The Code provides that the tax- 
able year of the partnership does not 
close on death of a partner whose inter- 


86th Congress, lst Session. 

27 Sections 736(b) (1), 731(a) and 741. 

8 Section 736(a). 

2° Section 734(b) (1) (A). 

80 Note, however, the time rules recommended by 
the Advisory Group: Recommendation No. 14, cit. 
ft. 26 supra. 

51 Section 736(a)(1) and (2). 

82 Recommendation No. 14, cit. ft. 26, supra. See 
also Section 776(c) (3) of Subchapter K in 2 of 
H.R. 4460, 86th Congress, Ist Session. 
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est is liquidated.35 This rule was de- 
signed to prevent the bunching of in- 
come in the deceased’s partner’s final 
return where the partnership and part- 
ner are on different accounting periods. 
However, if the partner and the partner- 
ship use the same taxable year, the rule 
preventing the close of the taxable year 
upon the death of the partner whose 
interest in the partnership is liquidated 
may result in the loss of all benefit 
from the deceased partner’s personal 
exemptions and deductions in his indi- 
vidual tax return for his final year, be- 
cause the deceased partner’s share of 
the partnership income up to the time 
of his death is not reportable in his 
final income tax return but is reportable 
in the return of his estate or successor 
in interest, notwithstanding that the de- 
ceased partner, before his death, may 
have drawn the funds representing his 
share of the income and spent them 
during his final year. 

If there are both sufficient time and 
sufficient available assets to do it, this 
harsh result may be avoided by having 
the deceased partner’s estate distribute 
sufficient estate income to the deceased 
partner’s widow to include in her joint 
return for the taxable year in which 
her husband’s death occurred, since the 
death of her husband does not close 
her part of the joint return taxable 
year.36 Another possibility is to pro- 
vide in the partnership agreement, in 
advance of the partner’s death, for sale 
to the surviving partners of a deceased’s 
partner’s interest in the partnership as 
of the date of his death, thus closing 
his partnership taxable year at that 
time.37 However, this is seldom a prac- 
tical solution in professional partner- 
ships. The Advisory Group has recom- 
mended solving the problem by provid- 
ing that the taxable year of the partner- 
ship with respect to a deceased partner 
shall close as of the date of his death, 
unless the successor in interest of such 
partner files an election not to close 
such taxable year.38 


Sale v. liquidation 


If, on death of a partner, the liquida- 
tion route is followed, the estate tax re- 
turn of the decedent partner will in- 


*3 Recommendation No. 14, cit. ft. 26 supra. See 
also Section 776(c) of Subchapter K in 2 of H 
4460, 86th Congress, lst Session. 

* Section 705 (a) (1) (B). 

35 Section 706(c) (2) (A) (ii). 

* Section 6013(c). 

®7 Reg. 1.706-1(c) (3) (iv). 

%8 Recommendation No. 7, Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 3 supra, 
p. 15. See also Section 764(a) of Subchapter K in 
2 of H.R. 4460, 86th Congress, 1st Session. 
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clude his entire partnership interest, 
including his share of unrealized re- 
ceivables. Payments received by the de- 
cedent’s successor in interest which are 
attributable to the deceased partner’s 
share of unrealized receivables are 
treated3® as income in respect of a 
decedent under Section 691; there will 
thus be no step up of their basis#® and 
payment thereof will generate ordinary 
income to the recipient.41 However, the 
recipient will be entitled to an income 
tax deduction for any estate tax paid 
on account of the unrealized receiv- 
ables.42 Oddly, these rules may result in 
the realization of a capital loss by the 
deceased partner’s successor in interest 
upon the liquidation of the decedent's 
interest in the partnership. But capital 
losses ordinarily are of only limited tax 
value to an individual.4% 

Sale of a deceased partner’s interest 
in the partnership, vis-a-vis its liquida- 
tion presents a possibility for tax ad- 
vantage. I have heard it argued that 
the Regulations permit a step up in the 
basis of the unrealized receivables in 
case of sale of the deceased partner's 
partnership interest. Section 1.751-1(a)(2) 
of the Regulations provides in effect that 
the basis of the selling partner’s interest 
in the unrealized receivables being sold 
will be treated as if there first had been 
a distribution and then, before the part- 
ner sells the property, the basis had 
been adjusted under Section 732(d). Sec- 
tion 732(d) gives a transferee partner 
an independent election to adjust the 
basis of property received in a distribu- 
tion within two years after the transfer 
in which he received his interest. If this 
Regulation applies, a sale of the de- 
ceased partner’s interest soon after his 
death would result in the realization of 
no gain by the estate. However, the en- 
tire partnership interest would be tax- 
able for estate tax purposes, and there 
would be no offsetting deduction for 
income tax purposes. The Advisory 
Group on Subchapter K has recom- 
mended reaching such a result—avoiding 
recognition of ordinary income in the 
case of sale of a partnership interest 
soon after death—by providing that no 
ordinary income shall arise from the 
sale of a partnership interest unless 
there is a gain on the total transaction.*4 
The Advisory Group also recommended 
amending the law to provide expressly 
for an independent right of adjustment 
of the underlying partnership assets for 
one who sells a partnership interest 
within two years after acquiring it.45 
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The problems of the continuing part- 
ners differ with respect to liquidation 
vis-a-vis purchase of the deceased part- 
ner’s interest. There is a tax disad- 
vantage to the continuing partners in use 
of the liquidation route in that the 
basis of the underlying partnership as- 
sets is not affected by cash distributions 
to the deceased partner’s estate. This 
results because there would be no capital 
gain to the decedent due to the step up 
in basis of the partnership interest at 
death.4® If the purchase method is used, 
the basis of the interests in the partner- 
ship of the surviving partners will be 
increased by the cost to them of the de- 
ceased partner’s partnership interest4? 
and, providing the partnership so 
elects#§ the basis of the underlying part- 
nership assets may be adjusted up- 
wards*® to reflect the purchase price. 
Accordingly, it may be to the advantage 
of the continuing partners to purchase 
the deceased partner’s interest rather 
than to have his interest liquidated by 
the partnership. 


Financing retirement 


Finally, I wish to say something about 
the difficulties which the members of 
professional partnerships face today un- 
der our Federal income tax laws in 
providing adequately for the retirement 
and death of their members. It is very 
difficult for partners, who ordinarily 
have only ordinary income and who are 
taxed at high ordinary income rates on 
their shares of partnership earnings 
(whether or not they are distributed), 
to build up sufficient reserve capital to 
provide a fund to be used to retire 
partners or to compensate their families 
upon death. This may be one reason 
that professional partners so often con- 
tinue to practice until death. 

Under the present tax law, partners 
cannot cover themselves with a qualified 
retirement plan such as is available to 
corporate executives, since the partners 
are. not employees. Partners in a com- 
mercial partnership can qualify as em- 
8° Section 753. 
4° Section 1014 (c 
41 Section 736 (b) 2) (A). 

42 Section 691(c). 

48 Sections 1211 and 1212. 

“* Recommendation 17(c), Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 3 supra, at 
p. 39. See also Section 749(a) of Subchapter K in 
2 of H.R. 4460, 86th Congress, Ist Session. 

“© Recommendation 17(g), Revised Report of Ad- 
visory Group on Subchapter K, cit. ft. 3 supra, at 
p. 42. See also Section 785 of Subchapter K in 2 of 
H.R. 4460, 86th Congress, Ist Session. 

“© Section 734(b) (1) (A). 

47 Section 742 

48 Under Section 754. 

*° Under Section 743. 

So H.R. 10, Self-Employed Individuals Retirement 


Act of 1959. 
51 See H.R. Rept. 64, 86th Congress, Ist Session. 


ployees by incorporating the business. 
Moreover, providing they qualify under 
Sections 1371-1377, they then can elect 
the new subchapter S treatment, with 
the result that while they continue to 
pay tax at ordinary income rates on the 
profits of their business they will have 
the enormous advantage of deducting 
their own retirement pension costs in 
computing their taxable income! But 
professional people usually cannot prac- 
tice their profession in corporate form, 
due to the restrictions of state law and 
their own canons of ethics. 

Various professional groups, such as 
the American Bar Association, are spon- 
soring proposed legislation to cure this 
defect in our present tax law.50 The 
proposed legislation, commonly known 
as the Smathers-Keogh-Simpson Indi- 
vidual Retirement Bill, passed the 
House of Representatives on March 6, 
1959,51 but has not been reported by 
the Senate Finance Committee. In 1958, 
a similar bill also passed the House 
but was not reported out by the Senate 
Finance Committee. This time more 
support and pressure are being gener- 
ated in the Senate in favor of passage 
of the measure. The bill is opposed by 
the administration largely because of 
the anticipated revenue loss (estimated 
by the Treasury at $365 Million a year). 
In its present form, the bill would en- 
courage establishment of voluntary re- 
tirement pension plans by the self-em- 
ployed by allowing current deductions 
for limited investments in certain types 
of retirement annuities or specified types 
of retirement trusts. These investments 
(plus the accumulated earnings thereof) 
would not be treated as income until 
they are withdrawn, although there 
would be tax penalties if the amounts 
are withdrawn before the individual 
reaches 65 years of age. In my opinion, 
unless there is a complete change in 
our entire income tax system,52 sooner 
or later some such legislation will be 
enacted. 

For some of those professional people 
52 Such as elimination of most or all of the present 
areas of preferential treatment with concomitant 
large reduction in individual income tax rates, 
especially in the middle and top brackets. 

83 Kintner (216 F.2d 418, CA-9 1954). 

54 See Section 401 (a). 

55 Rev. Rul. 56-23, 1956-1 CB 598. The Service re- 
affirmed its position in Rev. Rul. 57-168, 1957-1 
CB 128 at 134. 

% TIR-61, Oct. 10, 1957; Rev. Rul. 57-546, 1957-1 
i (175 F. Supp. 360, ND Texas, July 27, 
i Nichols (32 TO—,,No. 129, Sept. 29, 1969). 
See also Pelton (82 F.2d 473, CA-7, 1936). 

5 Sec. 301.7701-2(a), (b), (c), (d) ws (e) Prop. 
Regs. Federal Register, 12/23/59. 

6° Sec. 301.7701-2(g), Prop. Regs. cit. ft. 59. 
Reg. 1.371-1(b), T.D. 6432. 
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who do not wish to wait for the Congress 
to pass such legislation, who think Con- 
gress may not eventually enact such 
legislation, or who foresee that such 
legislation —even when enacted — will 
afford inadequate tax benefits, there 
is another possibility worth exploring. 
If the circumstances permit, the partners 
may undertake to change their partner- 
ship into the type of association which 
is taxable (and, in all other respects, 
treated) under federal income tax law as 
a corporation. Since the former partners 
would thus become employees of the 
association, they could adopt and par- 
ticipate in the benefits of its retirement 
plan. Such a maneuver was successfully 
executed by a group of doctors in Mon- 
tana several years ago. See Kintner.53 
The Internal Service an- 
nounced after Kininer that, if a group 
of doctors adopted the association form 
of doing business in order to obtain cor- 
porate tax status for pension plan pur- 
poses,54 they nevertheless would still be 
treated as partners.55 Later, however, 
the Service. modified its stand and an- 
nounced that the fact that an associa- 


Revenue 


tion establishes a pension plan under 
Section 401(a) would not be considered 
as determinative of the question whether 
the organization should be classified as 
corpora- 
tion.56 The Service promised to prepare 


an association taxable as a 
a new general ruling outlining the basic 
criteria for distinguishing between as- 
sociations and partnerships; however, as 
of this writing the promised ruling has 
not been published. Currently, the Serv- 
ice is refusing to rule in this area, pend- 
ing the promulgation of final regula- 
tions under Sections 7701(a)(2) and (3), 
which have been under active considera- 
tion for some time. Recently a United 
States District Court in Texas held that 
in association of doctors was taxable as 

corporation for Federal income tax 
purposes.57 The Tax Court has reached 
in analogous conclusion.58 The tenta- 
tively proposed regulations under Sec- 
7701(a)(2) and (3), published 
23, 1959, describe, in 


mendable detail, the criteria which the 


10nSs 
December com- 
Service proposes shall be applied in de- 
ermining the classification of an or- 
ganization for federal tax purposes,5® 
und contain helpful examples of or- 
ganizations (of doctors, lawyers, other 
persons) which will and which will not 
be classified as an for all 
of the Internal Revenue 
Code.”’6° The proposed regulation makes 
it perfectly clear that many professional 


association 


purposes 


partnerships might so “reorganize” as to 
be classified as an association. Further- 
more, it should be noted that the Treas- 
ury Regulations under Subchapter § in- 
clude “a corporation as defined in Sec- 
tion 7701(a)(3)” in the definition of a 
“corporation” which is covered by the 
Subchapter®! and, of course, Section 
7701(a)(3) “includes associations.” Thus, 
a professional “association” having no 
more than ten “shareholders” and other- 
wise meeting the requirements of Sub- 
chapter S might successfully elect its 
benefits! If the Kintner and Galt cases 
ultimately are sustained, there would 
appear to be little justification for re- 
tention of the present system which pre- 
cludes partners from participating in 
pension plans. For partners—and_per- 
haps for the Treasury—that is a better 
solution than HR 10, though meaning- 
less to the sole practitioner and _pro- 
prietor. w 


Proposed Kintner Regulations 
opposed at IRS hearing 


THE PRINCIPAL defect in the Service’s 
proposed regulations under Section 7701, 
brought out at the hearings in Washing- 
ton on February 25, was the reliance on 
local law by the IRS in determining 
Federal tax status of an association or 
partnership desiring to be taxed as a 





Soil Bank payments to farmers are in- 
cludible in their gress income. Payments 
and benefits under the Soil Bank Act 
received by farmers who comply with 
the requirements on the reduction in 
acreage of specified commodities consti- 
tute taxable income to the recipients 
whether compensation is in terms of 
cash, reduction of CCC 
grains. Rev. Rul. 60-32. 


loans, or in 


Publishing venture did not affect exemp- 
tion. Taxpayer was organized as an edu- 
cational foundation to procure the writ- 
ing and distribution of scientific ar- 
ticles and books. It entered into a con- 
tract with a commercial publisher for 
the publication of a series of pamphlets. 
The contract required taxpayer to pay 
part of the editorial expenses, and gave 
taxpayer a royalty based on sales. The 
court holds this agreement did not affect 
taxpayer’s exempt status. This was not 
an unrelated business venture, but was 
germane to the exempt activities. Nor 
did it matter that the publisher might 


Miscellaneous new decisions this month 
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corporation. 

Your editor was one of several dozen 
who testified. The hearing rooms were 
crowded; individuals representing many 
and widely divergent groups spoke. Bar 
associations, real estate syndicates, medi- 
cal associations, theatrical groups, oil 
companies, accounting firms and others 
were expertly represented by a number 
of well-known tax authorities. 

The proposed regulations were strong- 
ly objected to by the majority of those 
testifying. The main objection was that 
qualification as an association is predi- 
cated upon local law. The government's 
position is that it will determine what 
tests and standards must be met to have 
an association, but local law must deter- 
mine whether or not those tests and 
standards exist by virtue of the legal 
relationships created under local law. 

It was strongly argued that the agree- 
ment between the parties should be the 
controlling element in determining if 
the association status has been achieved. 
It was vividly pointed out that it is most 
unlikely that a general partnership 
could ever qualify as an association in a 
state which has adopted the Uniform 
-artnership Act. 

We expect to publish a comprehen- 
sive report on the hearings, with the 
arguments pro and con next month. * 


make a profit out of the arrangement. 
It was not shown that this profit prop- 
erly belonged to the foundation; the 
foundation was not being used as a 
subterfuge to subsidize the publisher. 
The arrangement was a practical way of 
carrying out the foundation’s purpose 
of disseminating information. Science 
and DC 
Ill., 


Research Foundation, 


1/25/60. 


Inc., 


Transfer of land to partnership was 
contribution, not sale. Taxpayers trans- 
ferred land to a partnership of which 
they were members on the agreement 
that the value of the land was to be 
paid them out of earnings before the 
other partners would share in earnings. 
Taxpayers contended this was a sale to 
the partnership. But a jury found this 
was a contribution of the land. As a 
result, the earnings of the partnership 
equal to the value of the land are taxed 
entirely to taxpayers as their distribu- 
tive share of the partnership income. 
Trinkle, DC Calif., 11/4/59. 
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New Regulations on demolition losses 


formalize the critical intent test 


In its new final Regulations under 


by DANIEL S. KNIGHT 


Section 165 the IRS clarifies the rules on tax 


treatment of losses arising from demolition of buildings. Specific criteria are offered 


to establish “intent,” 


analysis covers use during demolition, 


demolition under lease. 


change of intent, 


which is so critical under the new Regulations. Mr. Knight’s 


timing of intent, and 


This is the second of two articles on the new Regu- 


lations; the first appeared last month (12 JTAX 144). 


{ \NE SIGNIFICANT and potentially con- 
VU troversial provision in the overhaul 
of the 


tion 


» loss Regulations is final Regula- 
Section 1.165-3 dealing with the 
“buildings.”1 The 


Section is composed of two general rules 


demolition of new 


dealing with cases where improved realty 


is purchased, first with, and second 
without, an intent at the time of pur- 
chase to demolish the buildings. A list 


of factors thought to be evidence of one 


or the other state of mind is also in- 


cluded and a special exception to the 
second rule is made where a building is 


demolished pursuant to the require- 


ments of a lease. 


In the first case, where an intent to 


demolish exists at the time of acquisi- 
1.165-3- 


(a)(1) continues the long standing and 


tion, new Regulation Section 
correct rule of first Proposed Regulation 
Section 1.165-1(b) to the effect that no 
deduction is allowed under Section 
165(a) on account of the demolition of 
the old buildings. Notwithstanding the 
in the de- 
Regulation Sec- 


the entire basis of the 


apportionment-of-basis rules 
preciation regulations, 
1.167(a)-5, 
property which is purchased with such 
an intent plus the net cost of demolition 
must be allocated to the 


tion 


land. In addi- 


tion the new provision properly ob- 
serves that this result follows even 
though any demolition originally 


planned is subsequently deferred or 


abandoned? and also that if there are 


net proceeds of demolition rather than 
a net cost, the allocated basis of the pur- 
chased reduced in 


property is such 


amount.? 


Use pending demolition 


Even though, however, an intent to 
demolish exists at the time of acquisi- 
tion, if the buildings are put to business 
use or are held for the production of 
income in the interim, a portion of the 
basis may be re-allocated to the buildings 
under a new provision in the Regula- 
tions, Section 1.165-3(a)(2)(i). The liberal 
purpose of this is to permit taking of de- 
preciation during this interim period. 
However, although the new exception 
has judicial support,4 it would appear to 
be plainly inconsistent as a matter of 
That 
is, depreciation is allowed as a deduc- 


tax theory with the general rule. 


tion as a means of permitting the ad- 
justed tax cost of an asset to figure in 
the computation of taxable income, 
whereas under the general and seemingly 
correct rule, 
an intent 


a building acquired with 
to demolish has no tax cost 
(even though demolition is deferred or 
abandoned), the entire purchase price 
being paid out for the land only. Judge 
Laramore’s dissenting opinion in Me- 
chanics and Merchants Bank (footnote 
4 supra) clearly points out this incon- 
sistency. Taxpayers, 
doubtedly welcome the position 


however, will un- 
taken 
by the Service as enabling them, as an 


economic matter, to reflect more prop- 
erly their income. 

Reference is made to Regulation Sec- 
tion 1.167(a)-5 for the amount of basis 
to be re-allocated to the buildings, sub- 
ject to the proviso that the purchaser’s 
intent to demolish is to be taken into 
account. A simplified example might be: 
purchase price for land and _ building 
having a useful life of 20 years, but to 
be demolished at the end of four years,’ 
is $100,000; without considering the 
planned demolition, values are land, 
$80,000; building, $29,000. Taking the 
intended demolition at the end of four 
years into account, it would seem per- 
missable to re-allocate the $100,000 cost 
by attributing $4,000 to the building (4 
years/20 years times $20,000 actual value) 
for depreciation purposes, to be entirely 
written off over the four-year period. 

A limitation, is imposed 
upon the portion of the purchase price 
which may be re-allocated to the build- 
ing. Final Regulation Section 1.165-3(a) 
(2)(i) states that (re-allocated) 
amount may not exceed the present 
value, at the time the buildings are first 
so held or used, of the right to receive 
realizable 
rentals, if used by the purchaser, 


however, 


such 


actual rentals, if rented, or 
over 
the period of intended use prior to 
demolition. That it is anticipated that 
the limitation will generally be ap- 
plicable is indicated by the example in 
final 1.165-3(a)(2) 
(iii) which adopts the limitation with- 
out a that an alternative 
method for determining the allocation 
might be used. Reference is made to 
Regulation Section 1.167(a)-1(b) to fix 
the useful life for purposes of this new 
depreciation allowance. 


Regulation Section 


suggestion 


The separation 
of the depreciation from the loss rules, 
mentioned in the first installment of this 
article, in this 
last instance since it is difficult to see 
how useful life to the purchaser could 
be anything other than the period used 
in determining the present value of 
rentals for purposes of applying the 
Regulation’s limitation; whether ap- 
plicable or not, presumably the limita- 
tion will be calculated in all cases. 

A by-product of the above re-alloca- 


seems a little overdone 


tion rule is the provision in new Regula- 
tion Section 1.165-3(a)(2)(ii) which states 
that any such re-allocated basis remain- 
ing unrecovered through depreciation 
or otherwise demolition is de- 
ductible as a loss at that time. The ap- 
parent rationale is that when demoli- 
tion is effected earlier than planned the 


upon 





situz 
is fo 
rem: 
see 

dem 
fron 
dem 
erneé 
net 

are 

lanc 


new 
the 

doir 
whi 
The 
requ 
pon 
thre 
fisca 
basi 
two 
the 

The 
one: 
duc 
assu 
the 

pay! 
wou 
tion 
they 
to t 
ably 


Inte 


in f 
allo 
on « 


acq! 
of c 


1 Pri 
ment 
and 

(195 
the r 
retir 
deme 
mere 
of ot 
ticle. 
ond 

paye 


cone 
2 See 
1 CB 
® See 
*Thi 
(164 


on oO 
Rece 
5 Cf. 
(Cos 
Com: 


prop 


| Sec- 
basis 
sub- 
aser’s 
into 
it be: 
Iding 
ut to 
years, 
- the 
land, 
4 the 
foul 
| per 
) cost 
ng (4 
value) 
tirely 
od. 
posed 
price 
build 
5-3 (a) 
cated) 
resent 
e first 
ECE iVE 
izable 
ove! 
oO! to 
1 that 
S ap 
ple in 
3(a)(2 
with 
native 
cation 
ide to 
to hx 
is New 
ration 
rules, 
of this 
n this 
to se¢ 
could 
d used 
lue of 
1g the 
= ap 


limita 


-alloca 
.ecula 
1 States 
emain 
ciation 
is de 
he ap 
lemoli 


ied the 

















situation is like that when the intent 
is formed after acquisition and thus the 
remaining basis is deductible as a loss; 
discussion below. However, since 
demolition at some time was intended 
from the start, net costs or proceeds of 
demolition should continue to be gov- 
erned by the rule mentioned above, 2.e., 
net costs are added to, and net proceeds 
are subtracted from, the basis of the 
land. 


see 


The above-referred-to example in the 
new Regulation section fairly illustrates 
the rules just discussed. However, in so 
doing an additional problem is raised 
which the example does not consider. 
The taxpayer there purchased with the 
requisite intent. Demolition being post- 
poned, he rented the building for a 
three year term commencing with his 
fiscal year. One-third of the re-allocated 
basis was deducted for each of the first 
two years; however, on the first day of 
the third to rent.” 
Therefore, it is stated, the remaining 
one-third of the re-allocated basis is a de- 
ductible loss in the third year. On the 
assumption that the taxpayer induced 
the tenant to leave early, query whether 
payments made to obtain his removal 
would be deductible as a loss on demoli- 
tion as is the remaining basis or whether 
they would be capital items to be added 
to the basis of the land as are, presum- 


year he ‘ceases 


ably, net costs of demolition.5 


Intent formed later 


It is particularly the second rule found 
in final Regulation Section 1.165-3(b)(1), 
allowing as a deduction a loss sustained 
on demolition of old buildings pursuant 
to a plan formed subsequent to their 
acquisition, that is likely to be a source 
of controversy. It is specifically provided 


1 Prior Regulations included machinery, equip- 
ment, etc. See TR 118, Section 39.23(e)-2 (1953) 
and Proposed Regulation Section 1.165-1(b) 
(1956). The latter was introduced by: “Subject to 
the provisions of Section 1.167(a)-8, an abnormal 
retirement loss due to the voluntary removal or 
demolition ... .’’ Presumably the change reflects 
merely the re-arrangement noted in the discussion 
of obsolescence in the first installment of this ar- 
ticle. At the December 4, 1959 hearing on the sec- 
ond proposed loss Regulations, moreover, a tax- 
payer’s representative expressly assumed that the 
new Section applied where other structures were 
concerned; no dissent was voiced by the Service. 

2 See Ayer & Son, Inc. (17 TC 631, 1951, acqg. 1952- 
1 CB 1). 

® See Rev. Rul. 55-110, 1955-1 CB 280. 

‘Thus following Mechanics and Merchants Bank 
(164 F. Supp. 246, Ct. Cl. 1958). Contra, Lynch- 
burg National Bank & Trust Co. (20 TC 670, aff'd 
on other issues, 208 F.2d 757, CA-4, 1953). See 
Recent Decision, 44 Va. L. Rev. 1176, 1958. 

5 Cf. Cosmopolitan Corp., CCH TCM 1959-122 
(Costs of removal added to basis of new lease). 
Compare Section 1241, IRC 1954, dealing with the 


that, in such cases, “the basis of any 
building acquired in replacement of the 
old buildings shall not include any part 
of the basis of the property so de- 
molished.” This provision, new in this 
degree of specificity to the Regulations, 
represents also a long standing position 
of the Service,6 but one which has gen- 
erally been rejected by the courts in 
favor of a rule requiring the addition of 
the basis of the old building to the 
cost of the new.? The Regulations, now 
specifically setting forth the Service's 
position, should be upheld on_ this 
point. The contrary rule arose in a 
context of a view in the early cases (see 
footnote 7, supra) that the Regulations 
did not expressly, or by implication, lay 
down a rule relating to demolition 
pursuant to a post-acquisition plan to 
demolish and construct a new building. 
Indeed in a fairly recent case,8 involv- 
ing Regulation 118, Section 39.23(e)-2 
the court observed: “If the provisions 
[denying demolition deduction 
where requisite intent exists at acquisi- 
tion] of the Regulations in question ex- 
clude by implication cases where the 
taxpayer has no such intention at the 
time of acquisition of the property, 
there would be no problem. But this 
contention has been expressly refuted 
in... Appleby’s Estate... .” The first 
sentence of Regulation 118, Section 
39.23(e)-2 specifically allowing a deduc- 
tion for losses due to demolition 
dent to 


loss 


inci- 
apparently 
thought to be merely preliminary to the 
rule disallowing the deduction where 
intent exists at acquisition. (See the 
Young case, footnote 7, supra). 
Furthermore 


replacement was 


the conclusion of the 


court in Appleby that demolition of a 
building to make way for a replacement 


lessee’s treatment of payments received in cancel- 
lation of the lease. 

® See e.g. IT 3311, 1939-2 Cum. Bull. 206; TR 118, 
Section 39.23(e)-2 (1953) (Loss due to volun- 
tary . . . demolition of old buildings . . . incident 
to renewals and replacements is deductible from 
gross income’”’; first Proposed Regulation Section 
1.165-1(b) (1956). 

7 Young (59 F.2d 691, CA-9, cert. denied, 287 U.S. 
652, 1932); Appleby’s Estate (123 F.2d 700, CA-2 
1941); accord Nickoll Estate (32 TC No. 132, Sept. 
30, 1959). But see Rewrite Bulletin, 1959 CCH 
Stand. Fed. Tax Serv. { 8702 (Sept. 2, 1959) 
where the author argues that there is judicial sup- 
port for the Service’s position. 

8 Biscow (139 F. Supp. 775, E.D. Va. 1956). 

®See Reg. Section 1.167(a)-8, particularly -8(a) 
(4) (abnormal retirement loss on abandonment 
of condemned building); see also Alexander, Fed- 
eral Tax Handbook, p. 458, n. 2a (22 ed. Mussel- 
man 1958). 

10 Compare Winter Garden, Inc. (10 BTA 171, 
1928,) acq. VII-2 Cum. Bull. 43 (loss allowed on 
disposition of equipment within three days after 
acquisition of building and equipment.) 
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[Mr. Knight is a member of the Vir- 
ginia and Pennsylvania Bars and an 
associate of the Philadelphia law firm of 
Morgan, Lewis & Bockius.} 
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is not a closed transaction is not such a 
compelling conclusion as to invalidate 
the Regulations. There would appear to 
be a distinction be- 
tween, on those cases 
where demolition plays a part in the 
consideration paid to another party in 
connection with the acquisition of prop- 
erty, that is property is 
acquired (or a lease entered into, see 
infra) with the purpose of demolishing 
an existing building and, on the other 
hand, taxpayer 
simply decides to discard a building no 
longer useful to make way for a replace- 
ment. In the former case either no value 
is placed on the building at acquisition 
or the taxpayer includes his demolition 
loss in bargaining for the lease; in the 
latter of the old 
building can just as well or better be 
viewed as closing out an investment in 


with a difference 
the one hand, 


cases where 


those cases where a 


instance demolition 


an unsuitable asset and starting anew 
rather than as a continuing investment 
in the replacement. Furthermore, the 
rule of the Regulations is presumably 
economically desirable as it frees funds 
for the new building, thereby encourag- 
ing replacement; the rule would also 
appear to be more consistent with the 
rules abnormal retirements 
in the depreciation Regulations.® 


regarding 


In this connection it should be noted 
that this Section of the new Regulations 
applies to 1954 Code years—years be- 
ginning after December 31, 1953 and 
ending after August 16, 1954. (TD 6445, 
24 Fed. Reg. 381, Jan. 16, 1960). Here 
too, a retroactive feature merits careful 
study by affected taxpayers. 


When is intent formed? 


Whether the intent to demolish exists 
at the time of acquisition or is formed 
subsequently is, of course, a question of 
fact (the taxpayer's state of mind) and 
new Regulation Section 1.165-3(c)(1) so 
states. The answer to this question does 
not depend “solely” upon statements of 
the taxpayer; but such statements “are 
relevant and will be considered.” More 
important in the determination of the 
taxpayer's state of mind are some fifteen 
more-or-less objective facts existing at 
the time of acquisition or subsequently 
occurring which indicate in effect that, 
at the time of acquisition, the continued 
use (or holding for investment) of the 





220 ° 


The Journal of Taxation 


acquired building could or could not 
reasonably be thought to be a profitable 
endeavor. See Regulation Section 1.165- 
3(c)(2) and (3). The justifiable assump- 
tion is that the taxpayer at the time of 
acquisition intends to take what the 
facts show to be the more likely to be 
profitable course of action — to de- 
molish or use in the business or for in- 
vestment. 

Thus, new Regulation Section 1.165- 
3(c)(2) states that the following evidence 
concerning the existing building, and 
present at acquisition, is indicative of 
an intention to demolish: 

1. prohibitive remodeling costs; 

2. zoning or other legal restrictions 
on profitable use; 

3. unsuitability for use in the tax- 
payer’s trade or business; 

4. inability to realize a “reasonable” 
income. 

A fifth factor suggesting the same in- 
tent is a short delay between acquisition 
and demolition.19 On the other hand, 
new Regulation Section 1.165-3(c)(3) lists 
ten such factors existing at acquisition 
or subsequently arising which suggest 
that the plan to demolish was formed 
after acquisition. These are: 

1. “substantial” improvement of the 
buildings immediately after their acqui- 
sition; 

2. prolonged post-acquisition use “for 
business purposes’; 

3. suitability of the buildings at acqui- 
sition for investment purposes; 

4. post-acquisition change in general 
economic or business conditions; 

5. post-acquisition loss of value; 

6. “substantial” post-acquisition dam- 
age to the buildings; 

7. post-acquisition discovery of latent 
structural defects; 

8. decline in the taxpayer’s business 
after acquisition; 

9. condemnation after acquisition — 
presumably unanticipated at acquisi- 
tion; or 

10. inability to obtain, after acquisi- 
tion, materials for improving the build- 
ing. 

It is difficult to appraise the practical 
effect of this detailed treatment of evi- 
dence of intention except perhaps, on 
the assumption that most taxpayers pre- 
fer the immediate loss deduction, to take 


‘l Compare Section 178, IRC 1954, dealing with the 
period of depreciation or amortization available 
to a lessee where he improves his lessor’s property. 
12 Berger (7 TC 1339, 1946). 

13 As bearing on the suggested interpretation of 
this new provision, note that the Commissioner 
acquiesced in the Berger case. 1947-1 CB 1. 
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some encouragement from the 2 to 1 
emphasis on post-acquisition decisions to 
demolish. However, most of the factors 
themselves involve interpretative and/or 
definitional problems, e.g. substantial, 
reasonable, suitability. Even at the 
planning stage or when dealing with an 
agent there will probably be few cases 
where the provable facts unequivocally 
fit one set of factors or the other. In 
litigation. as the Board observed in 
Winter Garden (footnote 10, supra) the 
determination of intention by reasoning 
from the probable behavior of reason- 
able men, on such facts as demolishing 
within three days of acquisition, may be 
helpful but not where the evidence in 
the case indicates a post-acquisition 
formation of the decision to demolish. 
“We have to deal with a condition, as 
shown by the facts, not with a theory as 
to what constitute sound business 
methods.” (10 BTA at p. 72). 


Demolition under lease 


In what is generally referred to as an 
exception to the second rule, discussed 
above, final Regulation Section 1.165-3 
(b)(2) provides that where a building is 
demolished “pursuant to the require- 
ments of a lease or the requirements of 
an agreement which resuited in a lease,” 
by either the lessor or the lessee, the 
adjusted basis of the demolished build- 
ing is to be treated as part of the cost of 
the lease and must be amortized over its 
term.11 This provision is also new to the 
Regulations, but it represents in general 
purpose a rule of long standing which 
developed in judicial decisions along 
with the rule requiring capitalization of 
demolition loss incident to replacement, 
discussed above. However, the rule of 
the Regulations appears to be signifi- 
cantly more restrictive than that applied 
in at least one Tax Court case.1* Thus, 
the paragraph literally seems to apply 
only where the demolition “is pursuant 
to the requirements of a lease or the 
requirements of an agreement which re- 
sulted in a lease” with a specific lessee 
under which it is part of the bargained- 
for consideration. It should not, then, 
apply where the owner of improved 
realty used in his business decides that 
the continued use of the improvement 
(e.g. a building) is not profitable and de- 
cides to demolish it for the purpose of 
leasing the property, even though he 
may enter into a lease before demoli- 
tion is completed. However, it was just 
such a general purpose to lease after 
demolition that caused the Tax Court 


to apply the capitalization-as-cost-of- 
lease rule (at the taxpayer’s insistence) 
in the Berger case (footnote 12, supra). 
There the lessor had received offers to 
lease a lot, but mo agreement was 
entered into and she did not accept one 
of the offers until demolition of the 
existing building had been commenced; 
she actually leased to a third party some 
seven months after demolition. It was 
immaterial to the court that there was 
no lease in existence prior to the com- 
mencement of demolition.13 


Scope of new rule 


An indication of the intended scope 
of the new rule may be gleaned from a 
comparison of the present key words 
with the second Proposed Regulations, 
Section 1.165-3(d)(1959), setting forth 
the demolition-lease rule. There the 
key words were: “pursuant to the terms 
of a lease.” At the December 4, 1959 
hearings a taxpayer's representative 
argued on the basis of judicial decisions 
that even the precise phrase “pursuant 
to the terms of a lease’ could be con- 
strued so broadly as to make the rule 
of the proposed new paragraph apply, 
for example, where demolition is begun 
with the general intention of leasing but 
before any understanding has _ been 
reached with a specific lessee. It was 
urged that the rule be limited to cases 
where demolition was bargained for in 
the lease negotiations. Language was 
suggested to counter this result and the 
discussion there centered on whether it 
achieved its purposes without creating 
loopholes. In this context it would ap- 
pear that the new key words “require- 
ments of a lease” are intended to adopt 
the narrower test. Moreover, unless the 
demolition-lease rule is limited by the 
Service, as suggested above, there would 
appear to be a substantial question 
raised as to the validity of the different 
treatment which would be accorded 
demolition here and where it is in con- 
nection with replacement. That is to 
say, there appears to be no maierial 
difference between demolition with a 
purpose to lease generally and demoli- 
tion with a purpose to replace. * 


CPAs press for relief on 


liquidation of LIFO inventory 


THE DISASTER which may befall a LIFO- 
basis taxpayer if his inventories are 


liquidated by forces beyond his control 
was again pointed out to the Ways & 
Means Committee recently when the 
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Federal Tax Committee of the AICPA 
petitioned for relief in cases of invol- 
untary liquidation of such inventories. 
This problem was recently much in the 
news when inventories of steel were de- 
pleted as a result of the steel strike. 

The Institute’s position was presented 
by Leslie Mills (Price Waterhouse in 
New York) and Roy G. Mosher (Peat 
Marwick Mitchell & Co., St. Louis). They 
said they were asking the Committee to 
“develop legislation which would elim- 
inate the distortion of taxable income 
and the artificial decisions 
which may arise upon the involuntary 
liquidation of Liro inventory. 

“There are many situations where in- 
ventories are liquidated by causes be- 
yond the control of management. Liqui- 
dations may result from floods, fires, 
strikes, shipping delays, etc. The cause 
may be found within the operations of 
the taxpayer or his suppliers. Regardless 
of the cause, the taxpayer cannot adjust 
income retroactively in the manner per- 
mitted previously for involuntary liqui- 
dations arising out of war conditions or 
economic causes attributable to the na- 
tional preparedness program. 

“The committee on federal taxation 
of the Institute has recommended to the 
Congress for several years that the rules 
for involuntary liquidations of Liro in- 
ventories should be permanently ex- 
tended to cover circumstances and con- 
ditions beyond the reasonable control 
of the taxpayer, such as strikes, fires, 
floods, etc. which prevent the acquisi- 
tion of inventory, directly or indirectly. 

“The recent steel strike has empha- 
sized the need for such a provision. 
Where the inventories of taxpayers at 
the end of their taxable years were re- 
duced below the quantities at the be- 
ginning of the taxable year because of 
the steel strike, income for that year 
included the entire excess of the pro- 
ceeds of sale over the Liro inventory 
value which, in many cases, represented 
costs incurred many years before. 

“The quantities will be replaced in a 
relatively short period of time, but un- 
der present provisions of the Code, these 
replacements are treated as additions to 
the Liro inventory and must be carried 
at acquisition cost. 

“This is a flaw in the working of the 
Liro provisions. An unnatural recog- 
nition of income is caused by the coin- 
cidence in point of time of the tax- 
payer’s year end with a situation be- 
yond his control. Correction of this flaw 
would be a desirable improvement in 


business 


the Liro method rather than a special 
relief provision. 

“When these conditions arise, a num- 
ber of artificial actions may be taken to 
avoid this income distortion. Under cir- 
cumstances which are not too uncom- 
mon, corporations may change their tax- 
able year without permission and by 
adopting a year end that is prior to the 
time of the inventory liquidation, avoid 
having depleted inventories at the year 
end. On other occasions, taxpayers may 
make abnormal purchases in order to 
build up inventories before their year 
end. Business can also defer shipments 
to avoid liquidation of Liro inventory. 
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“Several bills have been introduced 
which would eliminate the problems 
created by labor disputes. However, 
there are many other situations which 
may cause an involuntary liquidation. 
Any legislation enacted should cover 
liquidations arising out of any causes 
beyond the reasonable control of man- 
agement. The artificial conditions which 
arise from any involuntary liquidation 
of Liro inventory cause management to 
make business decisions on the basis 
of tax considerations rather than sound 
business planning. In our opinion, this 
is undesirable. We urge the Committee 
to eliminate this problem.” ve 


Bressner counsel explains why IRS 


claim-of-right attack is wrong 


ee INDIGNATION at the IRS 
announcement that it will not fol- 
low the Second Circuit in its reversal of 
Bressner Radio (267 F.2d 520), Sidney 
Gelfand, of New York, who represented 
the taxpayer, pointed out recently the 
ridiculous situation which would result 
if the Tax Court’s claim-of-right think- 
ing were to be applied in certain busi- 
ness situations. 

“For an accrual business to try to 
operate under ‘the Service ruling is a 
well-nigh impossibility,” he said. ‘For 
example — a ‘Fruit of the Month’ Club 
is formed in November, adopts a calen- 
dar year, and for $100 paid in advance 
agrees to deliver 12 baskets of fruit on 
which its anticipates $90 costs for fruit, 
packing, etc., and hopes to realize a 
profit of $10, out of which overhead ex- 
penses must be met. Assume 1,000 of 
these memberships are sold in Novem- 
per and December, with delivery to com- 
mence January of the succeeding year. 
According to the Internal Revenue Serv- 
ice, the Club has a taxable profit of 
$100,000, upon which it must pay in- 
come taxes of $46,500, leaving it with 
only $53,500 to meet operating costs of 
$90,000 plus overhead — a fiscal impos- 
sibility. 

“This same situation prevails in the 
case of a builder who receives a large 
sum of money late in one year to assure 
construction beginning next spring; in 
the case of advertising agencies which 
receive funds from clients for programs 
extending into subsequent fiscal years; 
the number of situations is limited only 
by one’s experience. 

“According to the Service, such gross 


service receipts are taxable because the 
taxpayer has received them under a 
claim of right even though services are 
still to be rendered. Yet what would 
happen if a service corporation received 
$60,000 in December upon which it 
hoped to derive, after services were per- 
formed, a net income of 8% or $4,800, 
incurred expenses in December of 
$5,000, and after providing for taxes of 
$14,100, distributed the balance to its 
stockholders in liquidation, who would 
receive $40,900 instead of $4,800 after 
a year’s work? According to the Internal 
Revenue Service, the corporation had 
the money under a “Claim of Right” 
with no restriction on disposition or 
use, and could engage in such trans- 
action. But would the local District At- 
torney take the same view, when those 
who paid the $60,000 suddenly found 
the corporation devoid of funds and no 
more services being rendered? Obviously 
not!” 


Couri’s thinking in Bressner 


The Second Circuit’s unanimous de- 
cision in Bressner, says Mr. Gelfand, re- 
flected a painstaking. analysis of the 
operating methods and problems of a 
service business, the accountant’s con- 
cept of economic income and the legal 
principles involved in determining’ tax- 
able income. 

The court took up each of the many 
Supreme Court decisions relied upon 
by the Commissioner and clearly showed 
with but one exception they all per- 
tained to situations dealing with net in- 
come — where all that had to be done 
to earn the income had been done — 
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and did not apply to a service business 
on an accrual basis that first had to per- 
form services and incur expenses before 
income was actually realized. 

The lone Supreme Court case dealing 
with a service business was Automobile 
Club of Michigan (353 U.S. 180). How- 
ever, in that case the Supreme Court 
in a 5 to 3 decision did not hold that 
gross receipts represented by dues were 
taxable when received, but only that the 
record of the case below failed to show 
that the taxpayer’s method of deferring 
income bore a valid relationship to the 
time the actual earnings were being 
realized, and therefore sustained the 
Commissioner’s adjustments to income. 
It should be particularly noted that the 
Supreme Court did not consider a prior 
decision of the Tenth Circuit in Beacon 
Publishing Co. Inc. (218 F.2d 697) to 
be erroneous although that decision re- 
futed the contention of the Commis- 
sioner that pure receipts were income 
to a service business prior to the rendi- 
tion of services. 

In the Bressner case, the circuit court 
clearly stated a basic principle which 
makes so much sense it is hard to see 
why the Internal Revenue Service does 
not adopt it. 

“It is a necessary corollary of this 
economic and bookkeeping proposition! 
that, until substantially ‘all the events’ 
have occurred, both as to the cost and 
time of performance, which must occur 
in order to discharge the liability to per- 
form which was given by petitioner in 
return for the receipt, the petitioner's 
‘true income’ would be distorted by the 
inclusion of the entire receipt in its 
year’s revenues.” 

This principle of taxing only true 
economic gain has been sustained by 
practically all the courts with the excep- 
tion of the Tax Court.? 

Despite the of its 
opinions on this point, the Tax Court, 
probably due to continuity of tenure, 
has first 
adopted “reasoning” that the gross re- 


many reversals 


consistently adhered to its 


1U. S. v. Anderson, 269 U.S. 422, in which the 
Supreme Court held it was with the economic and 
bookkeeping sense that the tax statutes are con- 
cerned.” 
2 C.A.-2 Bressner Radio Inc. v. Commissioner. 
C.A.-3 Denise Coal Co. v. Commissioner, 4 AFTR 
2d 5815. 
C.A.-4 Harrold v. Commissioner, 192 F.2d 1002. 
C.A.-5 Schuessler v. Commissioner, 230 F.2d 724. 
C.A.-6 Hilinski v. Commissioner, 237 F.2d 705. 
C.A.-10 Beacon Publishing Co. v. Commissioner, 
218 F.2d 697. 
Pacific Grape Products Co. v. Commissioner, 219 
F.2d 868. 
Ct. Cl. Telephone Directory Advertising Co. v. 
U.S., 142 F. Supp. 884. 


April 1960 


ceipts to a service business, even though 
on an accrual basis, are the equivalent 
of taxable income. Little wonder the 
Tenth Circuit in the Beacon Publish- 
ing case, felt constrained to state: “The 
Tax Court, as it has in other cases, 
took the literal language from the con- 
text of opinions in the foregoing cases 
and applied it to prepaid income 

It gave no consideration to the fact 
that the taxpayer accounts for its in- 
come under the accrual method and 
will not incur the expense necessary to 
earn the income until the following tax- 
able years.” 

The Internal Revenue Servicé in its 
Technical Release 205, refers to the 
decision of the Tax Court in Automo- 
bile Club of New York, Inc. (32 TC 
906), as sustaining its position. It should 
be noted that this case was heard, 
briefed and preliminarily decided, prior 
to the decision by the Court of Appeals 
in Bressner. Judge Raum, citing the 
long history of Tax Court decisions in 
claim-of-right cases including its own 
decision in the Bressner case, concluded 
the Automobile Club could not defer 
any part of its membership dues. The 
majority decision is not based upon the 
adequacy of the taxpayer’s accounting 
method to reflect income (upon which 
the Automobile Club of Michigan de- 
cision of the Supreme Court was bot- 
tomed), but upon the claim-of-right doc- 
trine. 

Prior to the official publication of the 
Automobile Club of N. Y. decision of 
the Tax Court, the Court of Appeals 
gave its opinion in Bressner and re- 
versed the Tax Court. The Automobile 
Club decision was perforce subject to 
review by the entire Tax Court. The 
majority joined in Judge Raum’s 
opinion and added a brief paragraph 
that the facts were distinguishable from 
those in the Bressner case and more 
closely resembled those in Automobile 
Club of Michigan, Inc. There was no 
discussion in the opinion of what to me 
seems to be a very important point in 


the case. 

Indicative of the division in the Tax 
Court on this claim-of-right doctrine is 
the 


fact there were four separate 





Coal royalties payable from production 
are ordinary income. In 1951, taxpayers 
granted a corporation an option to buy 
for $2,000,000 certain mining claims 


New accounting decisions this month. 


opinions. Two judges felt the particular 
decision was correct but believed there 
could be limitations to that rule undei 
certain circumstances left undefined. 

Judge Opper concurred in the result 
only because he was not a “free agent” 
and felt bound by previous decisions 
which he apparently thought to be 
erroneous. 

Judge Pierce wrote a strong dissent, 
holding the claim-of-right doctrine 
which the Tax Court has so consistently 
adhered to as “established policy” has 
no place in cases just dealing with un- 
disputed receipts and that established 
accounting systems should not be dis- 
approved solely because they do not 
conform to the Commissioner’s appli- 
cation of the “Claim of Right” doctrine. 

The extent to which the Service and 
the Tax Court will go is even more 
marked in the decision in Mark E. 
Schlude, (32 TC No. 124), which is a 
real spine chiller to business men. The 
taxpayer ran a dancing school and kept 
his books and records and filed tax re- 
turns on an accrual basis. Contracts were 
entered into calling for both payment 
and dance lessons in subsequent years. 
The Tax Court held that all the 
amounts received and to be received 
under the contracts were taxable 
come, even though a specific number of 
lesson-hours still had to be given and 
the taxpayer had consistently reported 
the income pro rata over the lesson 
period. 

The effect of such a decision would 
mean that any real estate owner on an 
accrual basis, entering into a long-term 
lease, would be taxable in the year the 
lease is executed upon the full amount 
of the rent under the lease since he has 
a claim to it and time of payment does 
not govern an accrual basis taxpayer. 
The fact that taxes, interest, heat, main- 
tenance and the like will be incurred in 
subsequent years has no effect on such 
determination. In fact, all contract 
orders would become taxable income 
when signed to an accrual basis tax- 
payer. What would all sub-contractors 
working on the U. S. Government con- 
tracts totalling billions do? How foolish 
can administration of tax laws get? 


in- 


which they owned. Taxpayers received 
$15,000 upon granting of the option, 
$135,000 upon exercise and the balance 
of $1,850,000 was payable as royalties 
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out of net profits from production. In 
1952, taxpayers received $37,000 as royal- 
ties which they reported as long term 
capital gain from the sale of the mining 
claims. Noting that the $1,850,000 was 
payable from mining income only, the 
Tax Court concludes that taxpayers re- 
tained an economic interest in the 
mining properties. Accordingly, the 
royalties are ordinary income subject to 
cepletion. (Godshall, 13 TC 681). The 
court distinguishes its recent decision in 
Ima Mines Corp., 32 TC 134, that royal- 
ties were capital gain. There the entire 
purchase price was payable irrespective 
of mining income and the payment of 
royalties merely hastened the satisfaction 
of the obligation. Kasey, 33 TC No. 73. 


Capital gain on timber cutting. After 
one company found logging operations 
unprofitable, the 
cutting rights and sold the logs to the 
first company. Although the contract did 
not specifically give taxpayer the right 
to dispose of the logs as he pleased, the 
right was implied. Taxpayer may take 
advantage of Section 631(a), giving tax- 
payers option of capital gain on timber 
cutting. Gilmore, Ct. Cls., 2/3/60. 


taxpayer took over 


Ordinary income on patent license. Tax- 


payers acquired interests in various 
licensing agreements covering the manu- 
the 


washers, After a controversy with sev- 


facture of original automatic 
eral manufacturers, a settlement agree- 
the 


rights of the parties and fixing future 


ment was entered into defining 
royalties. The taxpayers claimed capital 
gain treatment for the payments under 
The court finds, how- 


this agreement. 


ever, that taxpayers’ interests were 
never more than a right-to-royalty in- 
come; they could not have made a sale 
of patents. The royalty is ordinary in- 


come. Levy, DC Ariz., 1 12 60. 


Ordinary income on transfer of patent 
to controlled corporation [Old Law]. A 
provision similar to Section 1235 of 
the 1954 giving in- 
ventors capital gain on patent transfers, 


Code, generally 
was retroactively made applicable to 
some 1939 Code years. However, it was 
not applicable to this case. Accordingly, 
the involved is 
taxed as ordinary income under Section 
117(0) of the 1939 Code. [Section 1239 
of the 1954 Code.—Ed.] This section 
provides that in the case of a sale or 


the gain on transfer 


exchange, between spouses or between 
an individual and a controlled corpora- 


tion, of property which in the hands of 
the transferee is subject to the allow- 
ance for depreciation, the gain is taxed 
as ordinary income. A patent is depre- 
ciable property for purposes of this 
section. Kershaw, Ct. Cls., 1/20/60. 


Capital gain on sale of bentonite. Tax- 
payer, owner of lands containing benton- 
ite, granted another the exclusive right 
to mine them, for a minimum annual 
payment of $500 plus royalties per ton. 
Noting that at current production rates 
all the mineral would be removed be- 
fore the expiration of the mining con- 
tract, that the land would have little 
value thereafter and that, because of the 
minimum payments, taxpayer's interest 
was not dependent solely on production, 
the court holds the transaction was a sale 
of the bentonite and permits capital 
gain on the payments received by tax- 
payer in the years at issue. Griffith, DC, 
Wyo., 1/27/60. 


Publisher has ordinary income on sale 
of newsprint. A publisher entered into 
a 10-year newsprint contract with a sup- 
plier for the purpose of assuring itself 
an adequate supply of newsprint at a 
stable price. It later entered into three 
separate agreements with other news- 
print users, offering them a partial as- 
signment of its newsprint contract at a 
profit, and at the same time purchased 
additional paper from other sources. 
The Tax Court agreed with the Com- 
missioner that, under the rationale of 
Corn Products Refining Co., 350 U. S. 
46, the contract was not a capital asset; 
it was an integral part of the conduct of 
the publisher’s business, which included 
the purchase of paper, and was in the 
nature of a hedge. The assignment of 
part of the contract was in substance a 
sale of the newsprint, and gain was 
ordinary. This court affirms. The defini- 
tion of a capital asset should be con- 
strued narrowly and its exclusions inter- 
preted broadly. Mansfield Journal Co., 
CA-6, 2/5/60. 


Capital gain permitted on cutting of 
timber. Taxpayer acquired ownership of 
timberland by deed, and contracted to 
sell back to the grantor a portion of the 
timber. The court finds that he is the 
of timberland and entitled to 
capital gain treatment on the cutting. 
The government’s computation of the 
fair market value of the timber is ac- 
cepted by the court, since taxpayer did 
not sustain the burden of proving it 


owner 
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erroneous. A penalty for failure to make 
timely payments of estimated tax was 
also imposed. Murphy, D. C. Wash., 
1/6/60. 


Lawyer’s return is adjusted for sundry 
omissions and deductions. Christmas 
bonuses totalling $10,000 received from 
the Chicago Restaurant Association by 
taxpayer, who was retained as its labor 
counsel, are held to be not gifts, as 
alleged by taxpayer, but reimbursements 
for expenses which taxpayer had already 
deducted on his tax The 
bonuses, are therefore, includible in 
gross income. The court also finds: (1) 
taxpayer did not operate a date farm as 
a business for profit, and the losses sus- 
tained from the operation are not de- 
ductible as business losses; (2) the cost 
of converting the electricity in a build- 
ing from DC to AC is a capital expendi- 
ture, even though the conversion does 
not enhance of the 
property; (3) three payments received 
on a note prior to its sale are to be 
treated as interest income, rather than 
payments on the principal; (4) taxpayer's 
arbitrary allocation of a portion of his 
retainer fee as an 


returns. 


the market value 


expense allowance 
is improper; (5) expenses incurred while 
residing at a Chicago hotel are not de- 
ductible, since taxpayer could not be 
considered “away from home” or in 
travel status while there; (6) advances to 
an insolvent corporation at a time that 
taxpayer knew of its insolvency could 
not be deducted as a loss. Teitelbaum, 


TCM 1960-11. 


Agreement is sublease, not assignment; 
gain not capital. Taxpayer as a lessee of 
premises for $1,600 a month entered 
agreement (called a 
lease) with the lessor and telephone 
company, providing for the leasing of 


into a_ three-way 


the premises to the telephone company 
at a rental of $1,900 a month to the 
lessor and a payment of $2,260 a month 
to taxpayer. The Tax Court was of the 
opinion that the transaction as con- 
summated was a sublease, not an as- 
signment of taxpayer’s lease and held 
the amounts received by taxpayer were 
rental income and not capital gain. 
Voloudakis, CA-9, 1/2/60. 


Producer has ordinary income on sale of 
story and screenplay. In 1950, taxpayer 
purchased a one half interest in the 
story, “Lone Star,” which was to be 
transferred at cost to an independent 
motion picture producing firm. Tax- 


eeu peve 


- 
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payer was to produce the movie. The 
other half owner, Clark Gable, with- 
drew, and in 1951 taxpayer sold the 
story to a major studio which retained 
him as producer. During the period 
1946 to 1951, taxpayer sold seven stories. 
He never produced a story which he 
did not first sell and rarely did he sell a 
story which he did not also produce or 
co-produce. The Tax Court decides that 
taxpayer’s trade or business was that of 
a motion picture producer. According- 
ly, the 1951 sale ‘was of property held 
primarily for sale to customers in the 
ordinary course of taxpayer’s business 
and the gain is ordinary income. Griffin, 
33 TC No. 68. 


DEPRECIATION, ETC. 


Bagging is not ordinary treatment in 
processing limestone. On the facts, the 
court finds that the first commercially 
marketable product obtained by tax- 
payer from its limestone deposit was 
finished bulk Portland cement, ready 
for shipping. Taxpayer’s limestone was 
either calcium carbonate (10% deple- 
tion) or chemical grade limestone (15%), 
but it was unnecessary to decide this 
question since allowable depletion was 
limited to 50% of net income. In com- 
puting depletion, taxpayer’s income at- 
tributable to bagging operations must 
be excluded from gross income since they 
are not part of the ordinary treatment 
process unrelated. Likewise, 
trucking, storage costs and trade dis- 
counts must be disregarded. Monolith 
Portland Co.; “3 eal, ¥27 
23 /59. 


and are 


Cement 


Tax exempt bond premium to be fur- 
ther amortized to later call periods. 
That part of the premium paid on the 
purchase of a tax-exempt callable bond 
which was not properly amortizable 
over the first possible call period should 
be amortized during the succeeding call 
period to bring the bond down to the 
call price at the next possible call date 
provided for in the bond. This process 
is to be repeated whenever a call date 
to which the bond has been amortized 
goes by without an actual calling of the 


bond. Rev. Rul. 60-17. 


Automobile dealer is presumed to have 
acquired all his vehicles for resale. An 
automobile dealer is presumed to have 
acquired all cars as part of his stock in 
trade to be held by him primarily for 
sale in the ordinary course of his busi- 
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ness. To overcome this presumption and 
to be entitled to depreciate the car, the 
dealer must clearly show that the 
vehicle was expressly acquired for and 
actually devoted to, use (other than 
demonstration purposes) in his busi- 
ness and that it was not merely tem- 
porarily withdrawn from stock in trade 
for such use. Rev. Rul. 60-15. 


For declining balance depreciation, basis 
not reduced by salvage value. Under the 
declining balance method of computing 
depreciation, even where the 150% 
straight line rate is used (on assets which 
do not qualify for the 200% rate), the 
basis of the property need not be re- 
duced by its salvage value. Rev. Pul. 
60-8. 


All depreciable property on separate 
operating mineral interests aggregated 
under Section 614 for depletion need 
not be carried in one account. Under 
Section 614 of the 1954 Code, separate 
operating mineral interests may be ag- 
gregated and treated as one property 
for all purposes of Subtitle A of the 
Code. [Aggregation is elected where a 
taxpayer operating several mineral prop- 
erties may not be able to take advantage 
of the full percentage of gross income 
allowance with respect to a particular 
property because of the 50%-of-taxable- 
in Section 613(a). 
This limitation may be less than the 
full percentage of gross income allow- 
ance if all of the properties are treated 
as one.—Ed.] The statute does not re- 
quire, that all 
property involved be placed in one ac- 
count and a single computation of de- 
preciation be made. The maintenance 
of more than one account may more 
clearly reflect the facts, as where the 
useful lives of equipment serving two 
reservoirs on aggregated interests may 
be different. Accordingly, an election 
to aggregate under Section 614 does not 
require one computation for deprecia- 
tion, but the sum of the depreciation 
in any one year with respect to the de- 
preciable accounts applicable to the 
separate properties aggregated must be 
used in computing the limitation of de- 
pletion from the aggregated property. 
Rev. Rul. 59-415. 


income limitation 


however, depreciable 


Patents’ cost determined; depreciation 
allowed. In 1944 and 1947, taxpayer be- 
came the exclusive licensee of certain 
patents in return for a royalty to be 
paid out of gross receipts. In 1950, tax- 


payer and the licensors modified these 
agreements to provide for the uncondi- 
tional sale of the patents at agreed prices 
payable in installments. The Commis- 


sioner contended that taxpayer had 
acquired the patents under the first, the 
license, agreements and therefore did 
not have a fixed cost basis susceptible 
of depreciation. He disallowed depre- 
ciation but allowed a deduction for the 
annual payment. The court finds that 
the 1950 modification agreement fixed 
the cost of the patents and it is im- 
material that a sale may actually have 
been effected by the earlier so-called 
license agreements. McCullough Tool 
Co., 33 TC No. 85. 


Payments for equipment are depreciable 
costs, not rent. A construction contractor 
made periodic payments under condi- 
tional-sales agreements covering various 
items of construction equipment used in 
his business. He sought to deduct the 
payments as “rentals,” but the Tax 
Court found they constitute capital ex- 
penditures and approved the Commis- 
sioner’s determination respecting allow- 
ances for depreciation on the equipment 
and the taxation of gain on their dis- 
position. This court affirms without 
opinion. Irby, CA-5, 2/8/60. 


Salvage value of cows is detemined. In 
computing depreciation on taxpayer's 
breeding cows, the Revenue Agent deter- 
mined salvage from actual sales exper- 
ience. However, this computation did 
not segregate sales of certain classes of 
animals that brought a better price. The 
court accepts taxpayer’s method of de- 
preciation, allowing 12.5% as salvage 
value. Johnston, DC Ala., 1/8/60. 


Depreciation allowed predecessor re- 
duces basis. In 1927, taxpayer’s prede- 
cessor became “lessee” of a_ building; 
the purchase of its interest was financed 
in part by land trust certificates. On its 
income tax returns from 1927 to 1944, 
taxpayer computed depreciation on the 
remaining life of the building, and not 
the leasehold, using as a basis the por- 
tion of the total purchase price al- 
locable to the building. After acquiring 
the predecessor’s assets in a tax-free re- 
organization, taxpayer obtained the fee 
to the property. Taxpayer paid for the 
fee, in part, by applying certain land 
trust certificates to the purchase price. 
It adjusted the basis of the property 
by adding the amount paid to redeem 
the land trust certificates. To the extent 





— 








tha 


tax} 
the 

incu 
The 
orig 
pen: 
cost 
ting 
amo 
sinc 
lease 
No. 


No 
note 
acqu 
corp 
The 


these 
ondi 
rices 
nmis- 
had 
, the 
did 
tible 
epre- 
r the 
that 
fixed 
; im 
have 
alled 
Tool 


‘iable 
‘actor 
ondi 
rious 
ed in 
t the 
Tax 
al ex 
mmis 
allow 
ment 
r dis 
thout 


d. In 
ayer’s 
dete 
xpel 
n did 
ses ol 
. The 
rf cle 


alvage 


r fre- 
prede 
lding 
anced 
On its 
1944 
yn the 
id not 
€ pol 
ce al 
uiring 
ree rt 
he fee 
or the 
1 land 
price 
operty 
edeem 


extent 








that the depreciation claimed by tax- 
payer on the basis so adjusted included 
an amount claimed by its predecessor, 
the Commissioner disallowed the deduc- 
The court sustains the disallow- 
ance because the predecessor properly 
regarded itself as the owner of the build- 
ing and deducted depreciation computed 
on its cost, [which included the land 
certificates improperly added to basis by 
the taxpayer.—Ed.] Building Syndicate 
Co., DC Ore., 1/15/60. 


tion. 


15% depletion allowed on quartzite 
though not refractory grade. The Code 
allows percentage depletion of 15% on 
quartzite, but only 5% on stone. The 
Commissioner and taxpayer agreed that 
quartzite is a form of stone and that 
product commercially 
know as quartzite. However, though the 
Commissioner said he was not applying 
an end-use test, he refused to allow 15% 
depletion on taxpayer’s quartzite that 


taxpayer's was 


did not have “the capacity for use as a 
The Tax Court held, and 
this court affirms, that to be limitation 
without statutory foundation. Though 
Congress did specify grades in certain 
other minerals, it did not limit quartzite 
to refractory grade. The Quartzite Stone 
Co., CA-10, 12/23/59. 


refractory.” 


Transferee of mortgaged realty may not 
amortize mortgage discount incurred by 
transferor, A corporation incurred mort- 
gage discounts and expenses in connec- 
tion with its purchase of realty, which it 
began to amortize over the life of the 
mortgages. The corporation was dis- 
solved and the realty was transferred to 
its shareholders subject to the mortgages. 
A few days later the shareholders trans- 
ferred the realty to taxpayer-corporation 
for its stock. The Tax Court holds that 
taxpayer may not amortize and deduct 
the unamortized discount and expenses 
incurred by the original corporation. 
The right to amortize belonged to the 


original mortgagor only, since the ex- 


penses were borrowing costs and not a 


cost of the property. The court dis- 


| tinguishes cases involving the right to 


amortize the expenses of securing a lease 
since they are part of the cost of the 
leasehold. Anover Realty Corp., 33 TC 
No. 76; similarly, Brunts, TCM 1960-2. 


No deduction for loss on surrender of 
note to a family corporation. Taxpayer 
acquired a note of a closely held solvent 
corporation in 1949 at a cost of $100,000. 
[he next year she surrendered the note 


to the corporation for securities worth 
$81,750. A claimed loss of $18,250 on 
surrender of the note was disallowed. 
Tax Court pointed out that, on the 
basis of the meager record, it was en- 
tirely possible that taxpayer intended to 
make a contribution to the corporation 
of the $18,250 through partial forgive- 
ness of the indebtedness. This court 
affirms. Little, CA-1, 1/15/60. 


Legal expenses of protecting bond in- 
vestments are deductible. Forty per cent 
of taxpayer-corporation’s $25,000,000 
assets (at book value) were not con- 
nected with its principal business of 
paper-making. About $2,500,000 was in- 
vested in bonds of a railway petitioning 
for reorganization under the Bankruptcy 
Act. Over a four-year period, taxpayer 
spent about $150,000 in legal fees in 
seeking revision of the terms of the re- 
organization and opposing merger with 
another railway. The court allows the 
deduction as ordinary and necessary ex- 
penses incurred in the taxpayer’s busi- 
ness. The legal fees were incurred to 
protect and preserve the equity interest 
which taxpayer had in the railway. The 
expenses were not additional costs of 
bonds or other property. Their primary 
purpose was to insure that taxpayer 
would retain the rail- 
way. The protection of this investment 
was well within the scope of taxpayer's 
business which included the investment 
in and management of securities of 
other corporations. St. Joe Paper Co., 
DC Fila., 1/25/60. 


its interest in 


“Lease” of sprinkler system disregarded, 
only interest is deductible. Taxpayer 
had a fire sprinkler system installed at 
his plant under a five-year lease provid- 
ing for an annual rental of $1,240. Total 
“rental” payments under the lease would 
exceed the normal purchase price. The 
lease additional 
five years at $32 per year. If taxpayer 


was renewable for an 


failed to renew, the lessor had six 
months to remove the sprinkler system 
from taxpayer’s premises. The ‘Tax 


Court disallowed the rental payments, 
holding them to be a capital expendi- 
ture. This court agrees. Sprinkler sys- 
tems, it says, are tailor-made and salvage 
value is negligible. It stretches credulity 
to believe that the lessor ever intended 
to remove the system. The nominal 
rental payments of $32 after five years 
were a service charge for inspection. 
However, the case is remanded to the 
Tax Court to find and allow the interest 
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element in the annual payments. Starr 
Est., CA-9, 12/29/59. 


BAD DEBTS 


No bad debt deduction for stockholder- 
officer's salary overdraft. In 1931, tax- 
payer-corporation cut the annual salary 
of its chairman of the board from $36,- 
000 to $12,000. At the time, it agreed 
that the chairman could draw such 
amounts as he needed to sustain his 
minimal living costs and that any over- 
draft would be wiped out upon the re- 
sumption of good business conditions, 
when taxpayer’s salary cut was to be re- 
stored retroactively. When the chairman 
died in 1936, he had a total salary over- 
draft of $75,000. In 1937, taxpayer filed 
a claim for $75,000 against taxpayer's 
estate, and in 1942 and 1946 received 
repayments totaling $1,200. The balance 
was claimed as a bad debt deduction, 
which the court denies. Existence of a 
debt requires an unconditional obliga- 
tion to pay. Here, there was no present 
debt, but rather a debt to arise on a 
contingency. Even if a debt had come 
into existence immediately, taxpayer had 
agreed that it was to be extinguished 
when good business conditions resumed. 
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This in fact occurred, and the obliga- 
tion to compensate the chairman for 
services rendered was not affected by his 
death. Tenn. Products & Chemical 
Corp., DC Tenn., 2/5/60. 


Loss was non-business bad debt. Since 
her debtor was financially unable to pay, 
taxpayer released the $40,000 debt and 
accepted a transfer of a piece of real 
property. The property was sold for 
$12,000. Taxpayer deducted the $28,000 
difference as a loss in a_ transaction 
entered into for profit. She argued that 
the release of the debt precluded a bad 
debt deduction. But the court rejects 
this technicality. The proximate cause of 
the 
debt. As a non-business bad debt it is 


loss was the worthlessness of the 
subject to capital loss treatment. Henry, 


Ct. Cls., 2/3/60. 


Debt not proved worthless [Acquies- 
cence]. A debt in the amount of $16,000 
due taxpayers from an individual in tke 
beer distributing business is found not 
the 


able year; the debtor was not called as 


to have become worthless in tax- 


a witness, and there was no detailed 
showing as to his financial conditions. 


Bryan, 32 TC No. 10, acq., IRB 50-1959. 


Fair market value of receivables not a 
basis for additions to bad debt reserve. 
The 
titled to 


court holds taxpayer is not en- 


deduct as a reasonable addi- 
reserve for bad debts a sum 
the 


the receivables and the 


tion to a 


equal to the difference between 


face amount ol 
amount which taxpayer claims to repre- 


sent their fair market value. Although 


collectibility may be a factor in deter- 
mining fair market value, it is not a 
test of collectibility. Lenamon, ‘TCM 


1959-245. 
WHAT IS INCOME 


Exchange of Treasury Bonds for Federal 
National Mortgage Assn. mortgages tax- 
able. An exchange of nonmarketable 
234% Treasury Bonds Series B-1975-80 
for Federal National Mortgage Associa- 
tion 4% mortgages guaranteed by the 


Veterans’ Administration constitutes a 
taxable exchange for income tax pur- 


poses. Rev. Rul. 60-25. 


Cemetery lots were sold, not pledged. 
Taxpayer, a cemetery corporation, trans- 
ferred burial lots at fair market value 
to certain individuals. It agreed to “pick 
and when the 


them up” as cemetery 


April 1960 


was developed as the lots were needed. 
On the evidence, the court concludes 
that the transactions were what they 
purported to be—sales rather than loans 
—and that the sums received by the 
cemetery were includible in its gross in- 
come. The cemetery unsuccessfully con- 
tended the transactions were in fact 
loans, with deeds to the burial lots given 
as security. Desert Lawn Memorial Park, 
Inc., TCM 1960-8. 


Organization’s officer taxable on legal 
fees it paid in personal litigation. Funds 
raised by organization for defense of 
personal litigation of member taxable to 
latter. Funds were raised by an organ- 
ization mainly from its members to de- 
fend taxpayer, an official of the organ- 
ization who was involved in personal 
litigation. The defense was carried out 
for the professed purpose of counteract- 
ing unfavorable publicity to the organ- 
ization. The Service rules amounts ac- 
tually expended in paying taxpayer's 
legal expenses are not gifts, but are in- 
cludible in his income. Rev. Rul. 60-14. 


ACCOUNTING METHODS 


Store can use installment reporting for 
cycle budget accounts. Taxpayer, a de- 
offers 
“cycle budget account plan.” Under this 


partment store, its customers a 
plan, the store fixes a credit limit for 
the and the 
purchase merchandise on credit up to 


this limit, making fixed monthly pay- 


customer, customer may 


service charge on any 


ments, plus a 1% 


unpaid balance. Taxpayer retains no se- 
curity interest in merchandise sold. The 
court finds that the installment method 
may be used in reporting income from 
Normal 


trade usage classifies any plan involving 


these cycle budget accounts. 
two or more periodic payments as an 
installment plan, whether or not there 
is a retention of security interest by the 
store. Taxpayer’s plan is on the same 
footing as the traditional installment 
plan, since in both the seller realizes his 
profit only as he collects the selling price 
in periodic payments. Consolidated Dry 
Goods Co., DC Mass., 2/5/60. 


Contractor was on cash basis; can de- 
duct payments only. A contractor whose 
records, the 
books of account which reflected 
method 


Tax Court said, were not 
any 
particular of accounting is 
found to have used the cash method in 
preparing his 1952 and 1953 returns. 


The Tax Court held items of expense 


incurred in 1953 pertaining to jobs per- 
formed in that year are deductible only 
in the year 1954, when actually paid. 
This court affirms without opinion. 
Irby, 30 CA-5 2/8/60. 


Liabilities of seller assumed by install- 
ment buyer are payments in year of sale. 
In connection with the sale of real prop- 
erty, liabilities of the seller such as liens, 
accrued interest, and taxes which are in 
effect or directly assumed by the pur- 
chaser of property should be considered 
by the seller as part of the payments 
received in the taxable year of sale for 
the purpose of determining whether the 
payments in year of sale are below 30% 
of the selling price. Only sales of realty 
that meet this Code test may be reported 
on installment basis. Rev. Rul. 60-52. 


Federal excises are part of sale price for 
installment accounting. For purposes of 
computing gross profit on installment 
sales, a dealer of personal property must 
include as part of his “total contract 
price” any applicable Federal retailer's 
excise taxes, as well as any state sales 
taxes imposed on the dealer. Likewise, 
the term “installment payments actually 
total 
ceived without reduction for these taxes. 
Rev. Rul. 60-53. 


received” means the amount re- 


Interest paid by contractor is deductible 
on completed contract basis. A general 
contractor consistently reported its gross 
income from long-term contracts on the 
completed contract basis. It borrowed 
funds from its founder for the sole pur- 
pose of obtaining a government hospital 
contract, although the proceeds were de- 
posited in its general account. The court 
holds the interest paid on the loan was 
not deductible as it accrued, but that 
the entire amount was deductible in the 
year in which the hospital was com- 
pleted. Interest on the loan was in 
principle just as much a part of the cost 
of the contract as were more obviously 
direct costs. Turgeon Construction Co., 
TCM 1960-4. 


Disputed liability on completed contract 
is not deductible prior to settlement. A 
contractor reporting on the completed 
contract basis is not permitted to accrue 
a settlement of a disputed liability to 
a subcontractor in its 1950 fiscal year 
even though the long-term contract to 
which the claim was attributable was 
completed that year. The settlement of 
the dispute was not shown to have oc- 
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curred prior to the completion of the 
fiscal year. The court also holds the con- 
tractor could not establish a contingent 
reserve in one year, reverse it in the 
next, and then re-create and re-reverse 
in a subsquent year if the contract to 
which properly allocated was not yet 
completed. Turgeon Construction Co., 
TCM 1960-4. 


Can’t omit income or get double de- 
ductions on change from cash to accrual. 
Prior to 1952 taxpayer, a partnership, 
reported upon the cash basis. In 1952 
the partnership voluntarily changed its 
method of accounting and filed its re- 
turns on an accrual method. Since tax- 
payer had not shown that the method of 
accounting employed prior to the change 
was improper, the Tax Court 
that Commissioner 


found 
properly ad- 
justed the reported income for 1952 by 
(1) the inclusion in income of amounts 


the 


collected on accounts receivable at the 
beginning of the year which represented 
unreported sales in prior years; and (2) 
the elimination from the computation 
of cost of goods sold of the opening in- 
ventory which had been deducted in a 
prior year. Taxpayer argued that the 
earlier cash returns did not properly 
reflect income. This, the Tax Court 
holds, taxpayer did not prove. It was 
not unreasonable of the Commissioner 
to insist on adjustments to the first ac- 
crual return to 
Brookshire, CA-4, 


prevent distortion. 


1/4/60. 


*First case upholds tax on pre-1954 in- 
come of wrong-bases taxpayer voluntar- 
ily shifting. On 1/1/54, taxpayer volun- 
tarily changed from the cash to the 
accrual method of. accounting without 
seeking the consent of the Commis- 
sioner. Taxpayer added to its 1954 in- 
come the value of its inventory and ac- 
counts receivable on 1/1/54. In contest- 
ing a later deficiency on other grounds, 
taxpayer sought to eliminate these ad- 
justments from its 1954 income. Under 
the 1954 Code as originally enacted, a 
taxpayer who changed accounting 
methods was required to make adjust- 
ments for items such as inventory and 
accounts receivable in order to prevent 
deductions from being duplicated or in- 
However, a 


come omitted. 


taxpayer 
could eliminate items affecting income 
which pertained to years prior to 1954. 
The 1958 Act retroactively provides that 
a taxpayer who voluntarily changes his 
method of accounting must make adjust- 
ments for pre-1954 transactions. Noting 


that the Code allows taxpayer to spread 
the additional tax over a 10-year period, 
the Tax Court rules that the retroactive 
effect of the 1958 Act is Constitutional, 
and taxpayer may not unmake the ad- 
justments. Southeast Equipment Corp., 
33 TC No. 79. 


Merchant can’t accrue contingent loss on 
obligation to replace property sold. A 
domestic cotton merchant purchased a 
quantity of “export” cotton from the 
Commodity Credit Corporation at a 
bargain price under an agreement to 
export the identical bales purchased, 
or an equal quantity in substitution 
therefor, within 12 months of the date 
of purchase. Should he fail to export 
the cetton within this period, he would 
be required to pay an upward price 
differential to the CCC. The Service 
rules that if the merchant sells the ex- 
port cotton on the domestic market he 
may not take his unfulfilled export ob- 
ligation to the CCC into account as a 
provisional purchase on a hedge in com- 
puting his income tax liability for the 
year of sale, since the date or the per- 
formance of the export obligation had 
not arrived at the close of such year. 
Rev. Rul. 60-24. 


Insurance premiums income when re- 
ceived even though in part refundable. 
The full amount of casualty insurance 
premiums received by an insurance com- 
pany is to be included in its gross in- 
come to the extent earned during the 
year, even though a portion of the 
premium may have to be refunded upon 
subsequent receipt of information from 
the policyholders. The premiums later 
refunded allowable as deductions 
only in the taxable year in which liabil- 
ity therefor accrues. Rev. Rul. 59-417. 


are 


BASIS 


Portion of purchase price of assets allo- 
cated to goodwill. Taxpayer purchased a 
highway sign advertising business. The 
Commissioner allocated a portion of the 
purchase price to goodwill but taxpayer 
objected on the ground that the former 
owners had neglected the business, there- 
by destroying any goodwill. The Tax 
Court, noting that the business was still 
expanding at the time it was acquired 
by taxpayer, assigns part of the purchase 
price to goodwill. The goodwill was 
computed on the basis of past earnings 
in excess of a normal return on tangible 
assets. For this purpose, the court ex- 
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cludes from tangible assets certain serv- 
ice contracts held by the business, since 
a substantial amount of work remained 
to be done before they would become 
true accounts receivable. North Ameri- 
can Service Co., Inc., 38 TC No. 77. 


Taxpayer's former employer left him the 
business, the publishing of public direc- 
tories. The will was defective but the 
employer’s daughter as legatee assigned 
the business, including uncompleted di- 
rectories, to taxpayer. Despite the fact 
that taxpayer promised to assume the 
relatively small liabilities of the busi- 
ness, and to pay some of the inheritance 
tax the Tax Court finds that the trans- 
action was a gift and that taxpayer's 
basis for the directories sold is the 
donor’s basis and her basis is value at 
the date of death. Bowyer, 33 TC No. 
74. 
EPT 


Deposit certificates are EPT borrowed 
capital. Taxpayer, a savings and loan 
association, issued certificates of deposit 
on which it paid interest and which were 
subject to withdrawal on proper notice. 
In Economy Savings & Loan (5 TC 543) 
it was held that such certificates were 
borrowed capital for excess profits tax 
purposes. The Commissioner originally 
acquiesced in that decision, (later with- 
drawn). This court follows Economy, 
and also suggests that the Commissioner 
should be estopped from asserting a 
deficiency against this taxpayer because 
of the Economy acquiescence. City Loan 
& Savings Co., DC Ohio, 8/28/59. 


Income from Dramamine not abnormal. 
The 1939 Code granted special excess 
profits tax treatment for income result- 
ing from discoveries extending over a 
period of more than 12 months. Tax- 
payer corporation developed the drugs 
Dramamine and Banthine through re- 
search over a period of more than one 
year and claimed the relief. The District 
Court held that income from the sale of 
these drugs arose out of research and 
development and not out of discovery, 
and noted that Congress did not include 
income from research and development 
for purposes of the abnormal income 
relief provisions. This court reverses 
and remands. Congress did not intend 
to limit the meaning of “discovery” to 
that which was already in existence, i.e., 
natural resources. Income from dis- 
covery is not precluded from classifica- 
tion as abnormal income merely because 
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research or development may have oc- 
casioned or contributed to the discovery. 
A genuine issue of fact exists as to 
whether Banthine and Dramamine were 
actually discoveries. Searle & Co., CA-7, 
1/27/60. 


Can’t use base-period earnings prior 
to split-off of assets. During the base 
period taxpayer transferred part of its 
assets to a new subsidiary. This court 
affirms the holding that, under these 
circumstances, it is denied the use of 
its own base-period experience; it must 
follow the rules for component corpora- 
tions which, in effect, give the exper- 
ience to the corporation with the assets. 
Wood Mosaic Co., CA-6, 12/22/59. 


No appeal of Section 722 determination. 
The Tax Court, in adjudicating tax- 
payer’s Section 722 claim, held that tax- 
cannot combine its retained 

formula with additions for 
changes experienced in the character of 
the business, but must reconstruct a new 
average base-period net income. This 
adjudication was a determination of its 
constructive average base-period net in- 
come by the Tax Court. Under Section 
732 such determinations are not review- 
able. This court dismisses the appeal. 
U. S. Rubber Co., CA-2, 1/13/60. 


payer 
growth 


Amounts due under patent purchase are 
not borrowed capital. Taxpayer became 
indebted under certain patent purchase 
agreements. The Tax Court rules that 
this indebtedness does not constitute 
for EPT purposes, 
since the indebtedness was not evidenced 
by promissory notes and the purchase 
agreement was not a conditional sale. 
McCullough Tool Co., 33 TC No. 85. 


borrowed capital 


WHOSE INCOME 


Diverted corporate funds were income to 
controlling stockholder. Taxpayers were 
the sole stockholders of a produce corpo- 
ration which engaged in “check-kiting” 
activities. By exchanging checks with 
another company, the corporation was 
enabled, from time to time, to obtain 
the cash to cover the overdrafts. In ad- 
dition, the other company issued 10 
checks, totalling more than $33,000, to 
taxpayers in exchange for checks of the 
produce corporation in the same 
amount. The taxpayers cashed the 
checks, which were made payable to 
them. Taxpayers argued that they re- 
ceived the checks as agents for their 
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corporation as part of the check-kiting 
operation and that the amounts, there- 
fore, did not constitute income to them. 
The court, however, finds that the ex- 
change of checks was a means of divert- 
ing funds of their corporation, and 
charges taxpayers with the amount of 
the checks as income. Oddo, TCM 1960- 
9. 


RELATED TAXPAYERS 


Fee for standby financing between re- 
lated companies disallowed as sham. 
Taxpayer-corporation, through its offi- 
cers, agreed to borrow $600,000 at 7% 
interest from a building and loan as- 
sociation to build about 200 houses. The 
corporate officers were also directors of 
the loan association. Taxpayer withdrew 
amounts ranging from $2,000 to $25,000 
and at no time owed more than $165,- 
000. Taxpayer paid and claimed an in- 
terest deduction for 7% of the $600,000 
from the inception date of the loan 
arrangement. The Tax Court limits the 
deduction to 7% of outstanding bal- 
ances. Noting that the transaction was 
entered into between related taxpayers, 
the court concludes that it was a sham. 
The court is also influenced by the fact 
that the full amount was never ad- 
vanced, that $600,000 was substantially 
in excess of taxpayer’s needs and that 
taxpayer’s officers, believing the loan 
association to be tax exempt, expected 
the interest received to escape taxation. 
Cooper Agency, 33 TC No. 81. 


Can’t deduct salaries allocable to work 
for other firms. Taxpayer-corporation, 
a builder, deducted salaries paid to its 
officers and office employees. The Tax 
Court disallows the portion paid for 
services performed for a related build- 
ing and loan corporation. Cooper 
Agency, 33 TC No. 81. 


OTHER DECISIONS 


Note of doubtful value not income until 
collected [Acquiescence]. Taxpayers sold 
their stock in a corporation. The pur- 
chasers originally agreed to pay cash 
but, because of financial difficulties, gave 
a note secured by the stock. Because of 
the unfavorable financial condition of 
the maker, the uncertain value of the 
security, and the fact that the note was 
subject to a restrictive escrow arrange- 
ment, the court found that the note had 
doubtful market value and held that it 
was not includible in taxpayers’ income 


prior to collection. Dudley, 32 TC No. 
50, acq., IRB 50-1959. 


Sale of stock because of threatened dis- 
solution under state “deadlock” statute, 
not an involuntary conversion. The man- 
agement and ownership of a corpora- 
tion was equally divided between tax- 
payer and another stockholder who were 
in complete disagreement as to policy. 
As a result of an action by the other 
stockholder to force a statutory dissolu- 
tion of the corporation under the state 
“deadlock” statute, taxpayer sold out his 
stock to the other stockholder. In such 
a situation the Tax Court held there is 
no taking by governmental authority, 
much less a taking for public services, 
and the transaction cannot qualify as an 
involuntary conversion within the non- 
recognition provisions of the Code. This 
court affirms. Dear Publication & Radio, 
Inc., CA-3, 2/8/60. 


Rebates in Section 333 liquidation are 
subject to tax benefit rule. A mutual ir- 
rigation company had accumulated a 
surplus largely from the excess of assess- 
ments to stockholder-users over costs. In 
a Section 333 liquidation of the com- 
pany, the return of this excess is to be 
treated, the IRS rules, like a refund, 
and the tax benefit rule applies. The 
IRS justifies this position by pointing 
out that Section 333 was intended to 
permit liquidation with no tax on un- 
realized appreciation of assets but not to 
permit avoidance of the tax benefit rule. 
Hence, the refund is income to the ex- 
tent a tax benefit was realized by the 
stockholder upon original payment of 
the amount refunded. The excess is tax 
free. Rev. Rul. 60-49. 


Loss on sale of store assets not allowable 
as a net operating loss carry-over [Old 
Law]. Taxpayer sustained a loss on dis- 
position of his food store assets in 1953. 
He claimed the disposition was an aban- 
donment giving rise to a business loss 
and should therefore be allowed as a 
net operating loss carry-over. The court 
finds the transaction constituted a sale, 
and since taxpayer never traded in 
assets of the type giving rise to the loss, 
the loss is not attributable to the opera- 
tion of a business and cannot, under the 
1939 Code, be allowed as a net operat- 
ing loss deduction for carry-over pur- 
poses. [Under the 1954 Code losses on 
disposition of assets used in a business 
are operating losses. Ed.] Rand, TCM 
1960-1. 
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Many taxpayers are still being trapped by 


intricate rules on divorce, alimony, support 


by JOHN L. KING 


Despite changes in the 1954 Code which were intended to clarify taxation of pay- 


ments related to divorce, many divorces today produce tax results which are either 


contrary to what was desired or which must be litigated to get a final answer. The 


cases are numerous and somewhat contradictory. This article puts the 1954 changes 


in perspective, and examines the recent cases to show tax men representing either 


husband or wife how to get the best tax treatment for each. 


: ae ANTAGONISM Characteristic of di- 
vorce proceedings is only strength- 
ened when tax effects of the financial 
settlement are being considered. The 


| amount deductible by the payor spouse 


is, in general, taxable income to the 
When substantial sums are 
being committed for long periods, it is 
vital that counsel for the husband and 
counsel for the wife be well versed in 
the intricacies of this ever-changing sec- 
tion of the tax law. In these comments 


recipient. 


| | shall try to emphasize the desirable 
| tactics for counsel in each position. 


First, here are a few examples which 
show how the change in the 1954 Code 
may affect the client. 

1. Let’s assume that you are repre- 


| senting the president of a corporation 


ywable 
r [Old 
on dis- 
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. aban- 
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who for business reasons does not want 

his affairs made public. Under the 1939 
| Code the decree of divorce or agreement 
| incident thereto had to set out the settle- 

ment; now the parties can enter into a 

private written separation agreement 
I prior to the divorce decree with the pro- 
| sision that the wife will not request 
| alimony. The husband is now entitled 
to a deduction for his periodic alimony 
payments and the wife is taxed with 
them. 

2. Under the 1939 Code no deduction 
would have been allowed in the case 
where temporary alimony is awarded 
pending a final decree. Today the tem- 
porary alimony payments would be de- 
ductible as being made under a decree 
of support and the husband would be 
entitled to deduct them. 





3. Finally, suppose prior to 1954 the 
husband and wife had entered into an 
antenuptial agreement, were married, 
and in 1958 the wife sued for divorce 
and did not ask for alimony because of 
the provisions already made for her 
support in the antenuptial agreement. 
Assume further that the divorce decree 
doesn’t refer to the agreement. In this 
situation, the husband would have no 
right to take a deduction under the 
1954 Code. If, however, the decree is 
now modified so as to refer to the ante- 
nuptial agreement, or if reference had 
been made to it in the original decree 
or in a written instrument incident to 
the divorce, then assuming the other re- 
quirements of periodic payments, etc., 
are fulfilled, the husband would be 
entitled to his deductions. 

Under the 1939 Code, only periodic 
alimony payments made pursuant to a 
decree of divorce or separate mainten- 
ance or under a written instrument in- 
cident thereto were taxable to the wife 
and deductible by the husband. The pay- 
ments had to be made after the decree 
was entered. The 1954 Code has en- 
larged the area in which alimony pay- 
ments are includible in the wife’s in- 
come and deductible by the husband 
to include payments made under a 
private written separation agreement or 
pursuant to an order for support. The 
payments must still be periodic; the 
wife must have received ‘them after the 
execution of the agreement, and the 
payments must have resulted from the 
marital or family relationship of the 
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parties. Finally, the private written 
agreement must have been entered into 
or materially altered or modified after 
August 16, 1954. As to the order for sup- 
port, it must have been entered, al- 
tered or modified after March 1, 1954 
and the payments received by the wife 
after August 16, 1954. 

Your clients who are presently op- 
erating under a private written separa- 
tion agreement or decree of support 
executed or entered prior to these dates 
should consider the advisability of ma- 
terially altering or modifying the agree- 
ment or decree. Until they are modi- 
fied or altered the husband is not en- 
titled to a deduction for amounts paid 
his former wife, and, of course, she is 
not required to report the payments re- 
ceived. If you are the wife's attorney be 
sure your client isn’t incurring the addi- 
tional tax unless she also receives some 
additional benefits. 

Both the 1939 and 1954 Codes require 
that the payments be periodic. The fact 
that payments are made in installments 
doesn’t make them deductible. 


What constitutes periodic payments? 


The Regulations (Reg. 1.71-1(d)) de- 
fine the term periodic payments by first 
Stating the type of payments which will 
not be considered periodic and then go 
on to set out exceptions which will be 
considered periodic payments. The 
Regulations say that payments will not 
be considered periodic if they discharge 
a part of an obligation the principal 
sum of which is, in terms of money or 
property, specified in the decree, instru- 
ment, or agreement. For instance, sup- 
pose a decree of divorce provides that 
the husband will pay a total of $20,- 
000 to his wife in alimony and that it 
will be paid in weekly installments over 
the next nine years. These weekly in- 
stallments would not be periodic pay- 
ments inasmuch as they are in dis- 
charge of a sum specified in the decree. 
The Regulations call this the principal 
sum. The Regulations make two excep- 
tions to their general rule: The first is 
in cases where the payments are for a 
period ending 10 years or less from the 
date of the decree or agreement. In such 
cases if the payments are to cease or be 
modified upon the death of either the 
husband or wife, the remarriage of the 
wife, or the change in the economic 
status of either spouse they will be con- 
sidered periodic. It does not matter 
that decree or agreement states a prin- 
cipal sum or that the amount to be paid 
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[Mr. King is a member of the Detroit 
law firm of Berry, Moorman & King. 
This article is adapted from a paper he 
wrote for a meeting of the Taxation 
Section of the State Bar of Michigan.] 





can be computed arithmetically or ac- 
tuarially. 

The other exception is in the case 
where payments of the principal sum 
are to be made over a period of more 
than 10 years. These payments will be 
considered periodic but only to the ex- 
tent that the sum of the installment pay- 
ments received during the wife’s taxable 
year does not exceed 10%, of the prin- 
cipal sum. For example: A decree is 
entered providing that the wife will re- 
ceive $20,000 per year for the next 5 
years, and $5,000 for the subsequent 10 
years. In this situation the 10% rule 
would apply. To determine the amount 
taxable to the wife and deductible by 
the husband in the first year you would 
total the annual payments (this amounts 
to $150,000) and multiply this amount 
by 10%, so that $15,000 of the first $20,- 
000 annual payment would be taxable 
to the wife and deductible by the hus- 
band. The remaining $5,000 is neither 
taxed to the wife nor deductible by the 
husband. In cases where the agreement 
or decree provides for payments of a 
principal sum over a period of more 
than 10 years, if it also provides that 
payments will cease by reason of the 
death of either spouse, remarriage of 
the change in the economic 
status of either spouse then the 10% 
rule doesn’t apply. Thus, in my exam- 
ple the entire first year payment of $20,- 
000 would be taxable to the wife and 
deductible by the husband. 


wife or 


Definition of principal sum 

The examples so far have mentioned 
periodic payments of a principal sum. 
The Internal Revenue takes the posi- 
tion that a principal sum is any amount 
which may be computed arithmetically 
or actuarially. For instance, if a de- 
cree provides that a wife will be paid 
$50 weekly over a period of 5 years and 
there are no contingencies, the Internal 
Revenue says that this is the same as 
saying she will be paid $2,600 per year 
and that the $2,600 becomes the prin- 
cipal sum. Since it is not paid out over 


a period of more than 10 years it is not 
taxable to the wife nor deductible by 
the husband. The Tax Court supports 
this position. Carmichael (1950, 14 TC 
1356). The Ninth Circuit in Myers (CA- 
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9, 1954, 212 F.2d 448), reversed the Tax 
Court and held that where a decree set 
out monthly payments over a six year 
period they would be considered peri- 
odic. The Regulations continue to refer 
to this type of payment as not qualifying 
as periodic. The husband is almost sure 
to lose this issue in the Tax Court; it 
would be best for him to pay his tax, 
file a claim for a refund and sue in the 
District Court or Court of Claims. 

In January of last year the Tax Court 
had before it the case of Stecker (1959, 
31 TC 749). In this case the taxpayer in- 
volved was the husband. He had agreed 
to pay his wife a total of $50,000 over 
40 months and imposed no contingencies 
as to termination of payments. Since the 
payments were for a period of time of 
less than 10 years and there were no 
express contingencies, the Internal Rev- 
enue said the payments were not de- 
ductible. Mr. Stecker claimed that be- 
cause he might have defaulted on his 
obligation the payment term was in- 
definite. The Tax Court ruled against 
him and said that the possibility that 
the payments might not be completed 
within 10 years could not be taken into 
account where this possibility would be 
realized only if the husband broke the 
agreement. As a general rule the pos- 
sibility of non-compliance is not recog- 
nized as a factor to be taken into con- 
sideration in determining the period 
during which payments of the principal 
sum are to be made. 


Periods prior to divorce 


The Code provides that alimony pay- 
ments to be deductible must be made 
after the decree, order or written separa- 
tion agreement. Situations have 
curred in which the wife has separated 
from her husband and has told him that 
she intends to file for a divorce. Assume 
they orally agree that he will pay her 
$300 per month until the decree is en- 
tered and thereafter in accordance with 
the terms of the decree. For some rea- 
son the husband does not make the 
payments until after the decree is en- 
tered and then pays them in a lump sum 
of, let’s say, $3,000. The decree then 
provides for periodic payments termi- 
nating on the death or remarriage of 
the wife. In DeWitt (12/19/58, 31 TC 
No. 59) the Tax Court held that the 
Code uses an objective test based upon 
the time of actual receipt of the pay- 
ments by the wife. If she receives the 
periodic payments after the entry of 
the decree then the payments are to be 


Oc- 


included in her income and deductible 
by the husband. The fact that these pay- 
ments relate to a period prior to the 
decree makes no difference. The Tax 
Court rejected a New York District 
Court decision on identical facts hold- 
ing to the contrary. The DeWitt case 
was decided under the 1939 Code, but 
the same result would have been reached 
under the 1954 Code. In the example 
given above the problem could have 
been eliminated under the 1954 Code 
by entering into a private written agree- 
ment prior to the divorce. It may be 
that the wife will refuse to enter into a 
private written agreement because she 
doesn’t want to be taxed on the pay- 
ments. The husband might still get a 
deduction by following the DeWitt case. 


Contingencies 


Let’s turn now to a decree or agree- 
ment silent as to the termination of ali- 
mony payments by reason of the death 
of either spouse. Assume the husband 
wants to make the payments periodical- 
ly over a period of more than 10 years 
or if the period of payment is to be less 
than 10 years then he would like con- 
tingencies inserted in the decree. The 
wife opposes both of these suggestions 
and says that she wants alimony over a 
period of less than 10 years and the 
agreement must contain no provisions 
as to contingencies. Under a recent In- 
ternal Revenue ruling it would appear 
that the wife has outsmarted herself. 
The Internal Revenue Regulations pro- 
vide that if the payments can be termi- 
nated by local law by reason of these 
contingencies which I have just men- 
tioned, the payments will be considered 
periodic. In June of 1959, the Internal 
Revenue issued a Ruling on this point 
(Rev. Rul. 59-190). The facts in the rul- 
ing were that the terms of a divorce de- 
cree issued by a court in the State of 
Washington provided that a husband 
was to pay his wife a stated sum per 
month as alimony for a period of four 
years without any specific provision for 
continuing the payments after the death 
of either spouse. Washington follows 
the law rule that alimony 
ceases upon the death of either spouse 
where there is nothing in the decree to 
the contrary. It also has a statute stat- 
ing that the court may modify, alter and 
revise a decree as to alimony as circum- 
stances might require. 

The Ruling held that termination 
under common law by reason of death 
and the possibility of a change in ali- 
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mony by the court constituted contin- 
gencies imposed by local law and that 
the payments were deductible. 


Relatives of wife 


let’s look into the situation 
where in the course of your discussions 
with your client you find that he has 
minor stepson whom he has not adopted 
but for whom he would like to provide 
the natural 
father is dead. Can he deduct payments 
made to the boy’s mother and specified 
to be for his support? The case of Faber 
(1959, CA-3, 264 F.2d 127) decided on 
March 8, 1959 concerned such a prob- 
lem. In the agreement incident to the 
divorce decree it was provided that the 
wife would receive a total of $55,000 
over 11 years, with $5,000 being paid 
to her annually. Of this annual pay- 


Now 


support. Assume 


boy’s 


ment $2,300 was for her support and 
$2,700 
support and care of the stepson. The 


maintenance and was for the 
Internal Revenue disallowed the deduc- 
tion for the boy and the Tax Court 
sustained it. The Third Circuit reversed 
said that first of all the husband 
had no legal obligation to support the 


ind 


oy and that assuming the boy’s father 
was dead, his mother had the duty of 
support. The court said that the ques- 
tion involved was whether the wife ac- 
quired any economic benefit. The court 
the 


n went on to say that the fact that 


} 


the payments may exceed the amount 


eeded for the boy’s necessities would 
ot take it out of the category of alli- 
nony. It was not a gift. The court 
further said that since the Code does not 
limit alimony payments to necessities 


then it will not limit payments to an- 


ther person on the wife’s behalf to 
ecessities. 
In this same category, the Internal 


> 


Revenue has just acquiesced (IRB 1959- 
23) in the Tax Court’s decision in the 
ise of Lehman (17 TC 652) decided in 
951. In this case the agreement inci- 
said that the hus- 
and would pay his mother-in-law $5,000 


dent to the decree 

year for life tor and on behalf of his 
wife. The agreement said that the wife 
vas her sole support and “desires hereby 
to make provision for her support.” The 
payments were made directly to the 
Mr. 
them as deductions in each year paid. 


mother-in-law. Lehman claimed 
The Tax Court, with three judges dis- 
senting, held that the wife had the obli- 
gation of support and that the annual 
payments to the mother-in-law was con- 
structively received by the wife. 


These decisions now leave three 
methods of approach open to the hus- 
band where members of his wife’s fam- 
ily who are dependent upon her are 
involved. The agreement can either (1) 
provide for periodic payments to the 
wife with only a verbal understanding 
that she will support her dependent, (2) 
provide in the agreement that a speci- 
fied portion of her periodic payment 
shall be used for the support of her de- 
pendent or (3) provide in the agree- 
ment that the hushand will make a pay- 
ment directly to the dependent “for and 
on behalf of his wife.” 


Support for children 


The deduction of alimony when it in- 
volves support for minor children has 
always been a problem. Let’s take three 
different examples: 

1. The agreement or decree provides 
that $200 a week is to be paid to the 
wife for the support of herself and her 
children so long as she shall live. There 
is no real problem here. The cases gen- 
erally hold that when an agreement is 
silent as to the amount to be considered 
as support for the children it will all 
be considered alimony. There is no way 
of separating the payment between ali- 
mony for the wife and support for the 
children. 

2. Now assume that under the agree- 
the wife is to receive $200 


ment per 


week but in event a child dies or be- 
comes age 21 the amount will be reduced 
by $25. In the event she remarries then 
he is to pay over only the $25 for the 
support of each minor child. In the case 
of Eisinger (CA-9, 1957, 250 F.2d 303) 
the that the 


located the payments between alimony 


court said agreement al- 
and support with sufficient certainty and 
held that the alimony deduction would 
be reduced by the support payments for 
the children. 

3. The case of Weil (CA-2, 1957, 240 
F.2d 584) set out a more difficult prob- 
lem. In this case an agreement incident 
to a divorce decree was made between 
the parties. It provided for periodic 
monthly payments for the support of 
Mrs. Weil and the two children. (In 
this case, the payments were on a slid- 
ing scale based upon Mr. Weil’s net in- 
come for the preceeding year.) The 
agreement also provided that if Mrs. 
Weil remarried then Mr. Weil would 
not be obligated to continue to make 
period payments for her support, but 
would be obligated to continue to make 
payments for the support of his children 


Personal tax problems + 231 


in the amount of $200 per month for 
each child. This type of situation poses 
a difficult problem inasmuch as your first 
impression might be that the payments 
are clearly pegged at $200 per month 
for each child. The Tax Court found 
that this limitation in the agreement 
amounted to support for the children 
and that $200 per child per month was 
not deductible as alimony or taxable 
to Mrs. Weil. The agreement nowhere 
called for payments to be reduced when 
the children 21 or died. The 
case was appealed to the Second Circuit 
and there the court held that the entire 
amount paid to the wife was deductible. 
The court said that except for the mar- 
riage clause the agreement nowhere re- 
quired the wife to devote any specified 
amount of money to the support of the 


became 


children nor did it require that pay- 
ments would be reduced if she was no 
longer obligated to support them. 

In March of this year the Internal 
Revenue issued Rev. Rul. 59-93 in an 
attempt to somewhat clarify this prob- 
lem. It said that the Internal Revenue 
would the but em- 
phasized that in determining whether a 


follow Weil case 
portion of a payment is for the support 
of minor children it would follow the 
Eisinger case. 

In effect the Internal Revenue is say- 
ing that if the payments to a wife for 
her support and that of her children are 
to be reduced by reason of contingencies 
over which she has control, such as her 
remarriage, then even though the reduc- 
tion is a fixed amount per child, such as 
$100 per child, it will nevertheless hold 
that the entire periodic payment is tax- 
able to the wife. If, on the other hand, 
the reduction is based upon contingen- 
cies brought about by happenings to the 
children, such as their becoming 21 or 
dying, then it would say that the sup- 
port payments are set out with sufficient 
certainty as not to be deductible by the 
husband or taxable to the wife. [See ex- 
these 
Miller, Courts, IRS struggle with taxa- 
tion of alimony when part is spent for 
others, 11 JTax 160, Sept. 1959.—Ed.] 

Incidentally, both of these cases set 


tended discussion of cases in 


out the specific language of the agree- 
ments. 


Attorney fees 


In almost all cases the parties want to 
know if they can deduct the attorney’s 
fee for representing them. 

Section 212 of the 1954 Code provides 
that an individual may deduct ordinary 
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and necessary expenses paid or incurred 
during the taxable year: 

1. for the production or collection of 
income; or 

2. for the management, conservation, 
or maintenance of property held for the 
production of income. 

Section 262 says that except for cer- 
tain specific expenses no deduction shall 
be allowed for personal living or family 
expenses. 

Internal Revenue Regulation 1.262-1 
says that “Generally, attorney’s fees and 
other costs paid in connection with a 
divorce, separation, or decree for sup- 
port are not deductble by either the hus- 
band or the wife. However, the part of 
an attorney's legal fee and the part of 
the other costs paid in connection with 
a divorce, legal separation agreement, 
or a decree for support, which are prop- 
erly attributable to the production or 
collection of amounts includible in gross 
income under Section 71 are deductible 
by the wife under Section 212.” 

There is no dispute and it may be 
stated as general rule that legal fees in 
connection with the drawing up of the 
divorce papers and court documents as 
well as service in contesting whether the 
wife is entitled to a divorce are not de- 
ductible by the husband. The problem 
arises in determining whether the fees 
in settling the financial affairs of the 
parties are deductible by the husband. 
cases on this 
point and it would seem that inasmuch 
as the Internal Revenue takes the posi- 
tion that no part of the fee is deductible 
the 
given up without a struggle. I don’t 
think they should! 


There aren’t too many 


by husband the taxpayers have 


been decided 


holding that that portion of an at- 


Four cases have now 
torney’s fee over and above the fee for 
drawing up the instruments and con- 
testing the divorce are deductible. ‘Three 
of these cases involved a husband hold- 
ing the controlling interest in a com- 
pany and his possible loss of this con- 
trol and his position. The courts in these 
cases held that the husband was threat- 
ened with the destruction of his capacity 
to earn income and that by keeping this 
control in the hands of the husband his 
attorney was conserving and maintain- 
ing property held for the production of 
income. See Baer (CA-8, 1952, 196 F.2d 
646, rev. TC); Bowers (CA-6, 1957, 243 
F.2d 904, rev. TC); Fisher (DC Pa., 1958 
157 Federal Supp. 364). The Eighth Cir- 
cuit, however, has issued a decision, 
Lewis (CA-8, 1958, 253 F.2d 821) stating 
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that it will not adhere to the decisions 
in these three other cases. It said that 
these cases are in direct conflict with the 
Supreme Court’s 1952 decision in Lykes 
(1952, 343 U.S. 937). See also Smith Est. 
(CA-3, 1955, 208 F.2d 349) and Howard 
(CA-9, 1953, 202 F.2d 28). I don’t think 
there is a real conflict. The Lykes case 
involved attorney fees in connection with 
the deduction of a gift tax liability. The 
court there said that the fact that addi- 
tional taxes would have to be paid did 
not make the fee deductible as in con- 
servation of income-producing property. 

In the Glick case (DCND IIl., 1958), 
the wife brought suit to set aside an 
existing property settlement claiming 
that there was fraud and misrepresenta- 
tion. The husband was a Certified Public 
Accountant and enjoyed a good reputa- 
tion in the community. The court found 
that his attorney fees in defending this 
action were deductible, saying that if 
the charges brought by the wife had not 
been refuted they likely would have 
directly and aversely affected his ability 
to produce income. The expense was 
held to bear a reasonable and proximate 
relation to the production and collec- 
tion of income. 

The Tax Court has in all cases sup- 
ported the Internal Revenue in denying 
the husband a deduction for his legal 
fees. If the husband is advised to de- 
duct the fee to the extent it is for the 
conservation of income producing prop- 
erty, then he should be further advised 
that the Internal Revenue will probably 
disallow it but that he stands a chance 
of winning in the District Court or 
Court of Claims. 

In my opinion the Lykes case has lost 
a lot of its punch. As a resuli of this 
case the Code was changed to provide 
that expenses in connection with the de- 
termination of taxes would be deduct- 





Cost of “child-care” included in support 
contributions. In determining whether a 
husband or wife contributed more than 
one-half of the support of their son, 
amounts paid by the wife for child care 
were held by the Tax Court properly 
included as support. This court affirms. 
It is immaterial that a working mother 
might also get a deduction under Sec- 
tion 214 of the 1954 Code for such ex- 
penditures. Lustig, CA-9, 1/11/60. 


Head of household status allowed where 


iffecting individuals _ 


ible. Also three justices dissented in the 
Lykes case. The majority in this case 
relied heavily on the case of Cobb. (CA- 
6, 1949, 173 F.2d 711) decided by the 
Sixth Circuit. Since the Sixth Circuit has 
issued a decision in favor of the hus- 
band it might well be assumed that it 
did not mean for its former case to 
apply in this situation. The Lykes 
opinion was written in 1952 and since 
then several new justices have been 
added to the Supreme Court. Added to 
this is the fact that the Regulations 
specifically provide that the wife is en- 
titled to deduct her legal fees to the 
extent that they are attributable to the 
production or collection of amounts in- 
cludible in gross income. In my opinion 
where a wife may take a large part of a 
man’s estate and he hires counsel to con- 
serve it for him, such expenses are not 
personal, but rather expenses incurred 
for the conservation of the property 
held for production of income. It can 
only be hoped that the Supreme Court 
will again review this problem or the 
Code will be revised to specifically pro- 
vide for the deduction. 

In many cases the agreement or de- 
cree states that the husband is to pay 
the wife’s attorney fee. This is a mistake. 
It is not deductible by the husband. If 
possible the husband should agree to 
pay the wife more during the early years 
of the periodic payments and let her 
pay her own attorney fees. 

Finally, the attorneys for both hus- 
band and wife should submit statements 
showing a division of their fee between 
services in obtaining the divorce and 
services in making the financial arrange- 
ments. In a District Court case in 
Pennsylvania (Flowers, DC Pa., 1957) 
the court would not allow the wife to 
deduct attorney fees where there was 
no breakdown. % 


dependent never occupied taxpayer's 
home. In 1950, taxpayer’s 82-year-old 
mother fractured her hip and was taken 
to a hospital and later to a nursing 
home. She was still there in 1953 when 
her own home was sold. Prior to the 
sale, it was decided that the mother was 
to live with taxpayer when she was able 
to leave the nursing home. The mother’s 
personal belongings were moved into 
an apartment prepared for her in tax- 
payer’s residence. However, she re- 
mained at the nursing home until her 
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death in 1955, and never did move into 
taxpayer's home. Taxpayer provided 
more than one-half the support for his 
mother in 1955, and claimed head of 
household status for that year. The court 
holds that taxpayer qualifies as head of 
household. ‘The question of what con- 
stitutes a principal place of abode is 
to be liberally construed. When the 
mother’s own home was sold, and the 
decision was reached that she would 
reside with taxpayer when recovered, 
taxpayer's residence became her princi- 
pal place of abode although she never 
actually occupied it. Welsh, DC Wis., 
12/14/59. 


EXPENSES 


Starter’s tax home is major track; travel 
to it disallowed. Taxpayer owned a 
home in Kentucky during the entire tax- 
able year 1954. He worked 155 days in 
Wheeling, West Virginia, as a race-track 
starter, as well as 72 days in Hot Springs, 
Arkansas. Taxpayer’s wife was with him 
25% to 50% of the time in Wheeling, 
and 100% of the time in Hot Springs. 
The court permits taxpayer o deduct 
expenses incurred at Hot Springs, but 
denies those incurred at Wheeling. For 
purposes of deducting traveling ex- 
penses while away from home, tax- 
payer’s home is his principal place of 
employment. Wheeling was taxpayer's 
principal place of employment, and the 
fact that he maintained a permanent 
residence some distance away is im- 
material. Expenses incurred at Wheel- 
ing and in traveling to it were non-de- 
ductible personal living expenses. Burns, 
DC Ky., 12/1/59. 


Distinguished scientist, receiving little 
pay, can deduct travel costs; activity was 
potentially profitable. Taxpayer, a re- 
search scientist and wife of a professor 
at the University of California, was ap- 
pointed in 1949 as research associate in 
physiology without compensation. She 
did considerable work there and pub- 
lished extensively. For the period 1951- 
1953 the “without compensation” aspect 
of the appointment was modified, and 
she was granted a salary of $500 per 
annum. Taxpayer deducted travel ex- 
penses for trips to Europe which she 
claimed were incidental to her scientific 
research. However, the Tax Court 
denied the deduction because the uni- 
versity did not require or even suggest 
that she take the trips, nor were such 
trips necessary to maintain her status 


as a research associate. They were im- 
portant to her research, but they had no 
profit motive. This court reverses. Tax- 
payer intended to obtain a salary from 
a charitable foundation. Prospects for 
such remuneration were good. The 
proper test is not the reasonableness of 
taxpayer’s belief that a profit will be 
realized, but whether the transaction is 
entered into in good faith for the pur- 
pose of making a profit. The trips were 
potentially profitable, not mere stepping 
stones into another type of work. Brooks, 
CA-9, 10/21/59. 


Debtor can’t deduct insurance premiums 
protecting his and creditors’ rights in 
collateral. Taxpayer, indebted to var- 
ious creditors in the amount of $160,- 
000 and being pressed for payment, as- 
signed his income and remainder in- 
terests in a family trust to a trustee for 
the benefit of his creditors. Since tax- 
payer’s interest in the trust could termi- 
nate if he predeceased his aunt, the 
creditors required him to take out and 
pay premiums on certain life insurance 
policies, which were also assigned to the 
trustee. The creditors had the right to 
sell taxpayer’s interest in the trust upon 
his failure to make the premium pay- 
ments. Although the premiums were 
paid out of trust income, taxpayer was 
primarily liable for the premiums and 
his estate was the beneficiary of the 
policies. Taxpayer argued that the 
premiums are deductible as ordinary 
and necessary expenses incurred for the 
conservation of income-producing prop- 
erty since a default in premium pay- 
ments could give rise to a forced sale of 
his interest in the trust. The Tax Court 
disallows the deduction, holding that 
the payment of premiums was merely 
a means of providing collateral for tax- 
payer’s personal obligation. O’Donohue, 
33 TC No. 78. 


No loss allowed on election to receive 
commuted value under endowment con- 
tract. Taxpayer purchased two endow- 
ment contracts entitling him on the ma- 
turity date, 14 and ten years after the 
respective dates of purchase to (1) start 
receiving monthly payments for life (ten 
years certain) or (2) receive a lump sum 
commuted payment in lieu of the 
monthly installments. Even if taxpayer 
made the lump sum election, the month- 
ly payments were to resume ten years 
after maturity date of the contracts. Tax- 
payer chose to receive the monthly pay- 
ments, but three years later elected to 
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receive a commuted lump sum payment. 
The total of the monthly payments and 
the lump sum payment was about $2,500 
less than the net premiums paid by tax- 
payer. This amount was claimed as a loss 
on a transaction entered into for profit. 
The court upholds the Commissioner’s 
disallowance of the loss deduction. Tax- 
payer did not enter into this transaction 
for profit, but rather to obtain insur- 
ance benefits. Taxpayer could have pre- 
determined the commuted lump sum 
value at any point during the life of the 
contract. In addition, taxpayer could 
not claim a loss, since he still had the 
right to a resumption of monthly in- 
come payments ten years after the ma- 
turity of contracts, so it could not be 
said that he sustained a loss when he 
elected to receive the commuted lump 
sum payment. Arnold, DC Tex., 1/25/ 
60. 


OTHER DECISIONS 


Income from oil interest is not taxable; 
it was assigned to creditors. Prior to her 
divorce, taxpayer and her husband 
owned, as a community, an oil interest 
which was burdened by indebtedness. 
Since the creditor was entitled to re- 
cover his advances from both production 
or sale of the fee, the community was 
taxable on income from the interest. 
Divorce terminated the community. 
Under the decree, taxpayer is to receive 
one-half of this interest after community 
debts are paid. The Tax Court held tax- 
payer taxable on one-half the income 
used to pay the debts. This court re- 
verses, with one dissent. The debts were 
not her personal debts, but were debts 
of the community, which was termi- 
nated by the divorce. Thus, the debts 
were her husband’s. The payments were 
not for her benefit and do not represent 
income to her. Wood, CA-5, 1/15/60. 


Limitations on employee's convention 
expenses emphasized. The IRS points 
out that expenses incurred by employed 
individuals in attending conventions or 
other meetings for business purposes are 
deductible for adjusted gross income 
only if they are travel, transportation, or 
reimbursed expenses. Only expenses of 
this category are allowable in comput- 
ing adjusted gross income. Of course, 
if the employee itemizes deductions he 
may take all ordinary and necessary 
business expenses whether or not they 
qualify as travel, transportation or re- 
imbursed expenses. Rev. Rul. 60-16. 
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New Bill passed by House makes many 


changes in taxation of trusts and estates 


Now that the House has passed HR 9662, many of the changes developed by the 


by JAMES P. JOHNSON 


Advisory Group on Subchapter J are well on their way to becoming law. However, 


important exceptions exist. This article explains the Bill, compares it to the 


Group report, and points out areas where the Bill introduces new rules. These 


are important and far-reaching changes, affecting fundamentals of trust and estate 


taxation. 


es ““TRUST AND PARTNERSHIP Income 
Tax Revision Act of 1960” HR 9662, 
was introduced by the Chairman of the 
Ways and Means Committee, Mr. Mills, 
on January 18, 1960, reported out on 
January 28 and passed by the House 
It 
has been described as a “clean” version 
of the Sub- 
chapter J and Subchapter K Advisory 


of Representatives on February 4. 


of the drafts bills which 
Groups to the Mills Subcommittee had 
been working on for two or three years 
previously. It is the purpose of this 
paper to point out briefly most of the 
substantive changes which the Bill (in 
its present form and subject to whatever 
action the Senate may take) would make 
in the Internal Revenue Code of 1954, 
and also most of the differences between 
these proposals and those made by the 
Subchapter J Advisory Group. Unless 
otherwise indicated, amendments which 
would by made by the Bill in substance 
follow those proposed by the Advisory 
References below to section 
to the 1954 
Code proposed to be amended or added, 
rather than to sections of the Bill (the 


Group. 


numbers are sections of 


order in which the sections appear in 
the Bill for the most part follows exactly 
the. order of the Code sections). 


Legal life estates and other terminable 
interests 
A proposed new Section 641(c) would 
treat a legal life tenant or other holder 
of a terminable interest as a trustee for 
Federal income tax purposes, if gross in- 
come is received with respect to the 


property subject to the interest which 
would otherwise be includible 
the gross income of any person. This 
section would overrule Cooke, 228 F.2d 
667 (9th Cir. 1955), and reach the result 
which the Court of Claims recently 
found to be justified under applicable 
state law in Weil (decided January 20, 
1960). Presumably the person or persons 
receiving the gross income, rather than 
the life tenant or other holder in all 
events, should be designated by the Bill 
as the constructive trustee. The Ad- 
visory Group proposed similar 
amendment. The Advisory Group’s pro- 
posed Section 641 (c) dealt with multiple 
trusts; this subject is instead covered in 
the Bill in an entirely new Section 669, 
referred to below. 


not in 


no 


Dividends received by individuals 

The Bill would amend Section 642,a) 
(3) to permit a trustee to take the $50 
dividends-received credit, so long as at 
least $50 of dividend income is retained 
in a trust, rather than apportioning it 
between the trust and the beneficiaries 
as required under present regulations. 


Deductions for charitable contributions 


Amendments to Section 642(c), and 
other sections of the Subchapter, are 
proposed which would treat contribu- 
tions to charitable organizations as dis- 





[Mr. Johnson is a member of the Chi- 
cago law firm of Bell, Boyd, Marshall & 
Lloyd. He has served as a member of 
the Advisory Group on Subchapter J.] 


tributions to beneficiaries rather than 
as charitable deductions. A divergence 
in the manner in which such contribu- 
tions would be fitted inio the tier sys- 
tem is discussed below. 


Unused carryovers and deductions on 
termination 


Under Section 642(h) of the present 
law, if an estate or trust has an excess 
of deductions over income in the year 
of final termination, the excess deduc- 
tions are available to the beneficiaries. 
It is proposed to amend this section to 
extend similar treatment to the termina- 
tion of a separate share (as determined 
under Sec. 663(c)) of an estate or trust. 


DEFINITION OF DiSTRIBUTABLE 
NET INCOME 


Capital gains and losses 


Under present Section 643(a)(3), capi- 
tal gains and losses are excluded from 
distributable net income to the extent 
not paid, credited or required to be 
distributed to a beneficiary during the 
taxable year. Regulations Section 1.643- 
(a)-3 contain a considerable elaboration 
of this provision. Proposed new Sections 
643(a)(3)(A) and (B) would, in substance, 
incorporate the Regulations into the 
statute. The Bill follows the Advisory 
Group proposal with one minor refine- 
ment. Under the Advisory Group pro- 
posal, capital gains would be included 
in distributable net income if received 
in the year of termination of an estate 
or trust. The Bill extends this treatment 
to the termination of a separate share. 


Corpus items of deduction 


Under present law income tax de- 
ductions for deductible items paid out 
of corpus inure to the benefit of the 
income beneficiary of an estate or trust, 
even though there may be corpus in- 
come against which they would other- 
wise be deductible. It is the intention of 
the Bill in a proposed amendment to 
Section 643(a)(3)(C) to allow a deduc- 
tion for such items against corpus in- 
come to the extent there is corpus in- 
come, and to allow a deduction to the 
income beneficiary only for any excess. 
In fact, the Bill perpetuates what seems 
to have been an error in the final re- 
port of the Advisory Group. The Bill 
states in effect that corpus deductions 
shall be excluded from the computation 
of distributable net income to the extent 
that gross income excluded in comput- 
ing distributable net income exceeds 
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“the deductions which (without regard 
to this subparagraph) are excluded in 
computing distributable net income.” 
This language does not seem to make 
sense unless there is inserted at the end 
of the parenthetical phrase “or to Sub- 
paragraph (1), relating to deduction for 
distributions.” The Bill departs from 
the Advisory Group proposal in one re- 
spect. The Advisory Group attempted 
to achieve the last inch in avoiding 
“wastage of deductions” by providing 
that capital gains and losses should be 
disregarded to the extent that they are 
taken into account in determining the 
alternative tax. This apparently seemed 
to the draftsmen of the Bill to be too 
much of a good thing. 


Simple trusts 

Che Bill proposes three minor sub- 
stantive amendments to Section 651: 

First, under present law it is not en- 
tirely clear whether a trust is a simple 
trust if it can, but does not, in the tax- 
able year set aside an amount of corpus 
for a charitable beneficiary. An example 
is a trust to pay the income to A for life, 
with remainder to charity. If in the tax- 
able year the trust has a capital gain, 
it is not a simple trust. The ambiguity 
arises with respect to years in which no 
capital is realized. Regulations 
Section 1.651(a)-4 take the position that 
the trust is a simple trust in that year, 
and the Bill adopts the position of the 


gain 


Regulations. Second, under present law 
a trust is a simple trust if it is required 
to distribute corpus in the taxable year 
but, in the Bill 
would provide that it is not a simple 
trust if it 


fact, does not do so; 


distribute 
corpus in the taxable year whether or 


is required to 


not it does so; this is a change which 
was not in the Advisory Group recom- 
mendations, and which, incidentally, 
does not seem to be mentioned in the 
Ways and Means Committee Report. 
Chird, an amendment of highly tech- 
nical and limited application is pro- 


posed to Section 651(b). 


Different taxable years 

Sections 652(c) and 662(c) provide 
that, if a trust and a beneficiary have 
different taxable years, the taxable in- 
come of the beneficiary is based upon 
the income of the trust for any taxable 
year ending with or within the taxable 
year of the beneficiary. Present law is not 
clear as to what happens if there is no 
such taxable year of the trust. The most 
common example is the death of the 


beneficiary, which terminates his taxable 
year, during the taxable year of a trust. 
The Regulations (Sections 1.652(c)-2 and 
1.662(c)-2) adopt a solution which is 
embodied in the Bill. This is to deter- 
mine the amount to be included in the 
gross income of the beneficiary or his 
estate by the amount of the state-law in- 
come of the trust for the period preced- 
ing his death, taking into account items 
of income and deductions (even though 
received or paid after death) which 
under the governing instrument and 
local law would be taken into account 
in determining the beneficiary's share 
of the income for that period. Both the 
Regulations and the Advisory Group 
Report state that only income actually 
received by the beneficiary during his 
life is reportable in his final return; in- 
come subsequently distributed to his 
estate is to be reported under Section 
691 as income in respect of a decedent. 
The Ways and Means Committee Re- 
port does not expressly so provide and 
is led into a minor error in not so 
doing. It states that income paid to the 
decedent’s estate is not includible in the 
gross income for the period before his 
death because it is not properly allocable 
to that period under the “trust instru- 
ment” (page 52 of official print). The 
trust instrument would, of course, have 
no bearing on the subject. It would only 
provide that such income either would 
be payable to the decedent’s estate, or 
would be payable to the next bene- 
ficiary. If the income is payable to the 
decedent’s estate, it can only be exclud- 
ible from the gross income of his final 
taxable year on the theory adopted in 
the Regulations and the Group’s Report. 


Tier system 

Sections 661 and 662 of present law 
divide amounts distributed by an estate 
or trust into two tiers. The first tier con- 
sists of amounts of income for the tax- 
able year required to be distributed 
currently, and the second consists of all 
other amounts distributed. The opera- 
tion of Section 642(c) results in placing 
charitable distributions in an 
mediate tier. 


inter- 


The Advisory Group proposed sub- 
stituting four tiers. The first would be 
the same as the present first tier. The 
second would consist of amounts paid 
or credited in the exercise of a discre- 
tion by a fiduciary to a beneficiary to 
no amount may be paid or 
credited during the taxable year except 
from current income. The third would 


whom 
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consist of amounts paid or credited in 
the exercise of a discretion by a fiduciary 
to a beneficiary to whom amounts may 
be paid or credited during the taxable 
year out of either current income or 
corpus. The fourth would consist of all 
other distributions. All charitable con- 
tributions would go into the fourth tier. 

The Bill would combine the first two 
tiers of the Advisory Group proposal 
and would place charitable beneficiaries 
in a new bottom tier. 

Both the Advisory Group proposal 
and the Bill leave some questions un- 
resolved. For example, assume that a 
trustee is directed to pay trust income 
to a testator’s two children in equal 
shares except that while any child is 
under the age of 21 his share of the 
income may be distributed to him or 
accumulated and added to corpus; that 
the trustee has power to advance corpus 
to either child if it is needed for his 
support; that the trust is not such that 
the separate share rule would apply; 
that the circumstances are such that the 
trustee would have no occasion to make 
a corpus either bene- 
ficiary during the taxable year; and that 
one child is under 21 and the other over 
21. The question is whether income dis- 
tributions to the minor child would be 
tier 1 or 


distribution to 


tier 2 distributions. In other 
words, is the test—whether any amount 
may be paid to him except from income 
for the taxable year—based on the terms 
of the trust instrument alone, or on the 
terms of the instrument in the light of 
external circumstances? The Ways and 
Means Committee Report (page 54 of 
the official print) gives some indication, 
in an analogous situation, that the latter 
It states that if 
an annuity of $1,000 a year is to be 


is the correct answer. 
paid out of income to the extent avail- 
able and out of corpus to the extent in- 
come is not available, the beneficiary 
will be in tier 1 with respect to avail- 
able income and in tier 3 with respect 
to the balance.1 It is submitted that this 
and it is to be 
hoped that the Senate Finance Com- 
mittee Report will so state. The practi- 
cal effect of this result would be that 


is the desired result, 


the two beneficiaries would be put on 
an equal basis, as they should equitably 
be, so long as no corpus is distributed 
to either. 

Even if this interpretation is adopted, 
results will still be 
produced under both the Bill and the 


some unfortunate 


1 This is in accord with present regulations, Regu- 
lations Section 1.662(a)-2(E), Example 1. 
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Advisory Group proposal. For example, 
if all the income were distributed to the 
two beneficiaries equally in the above 
example, and if, in addition, an equal 
corpus distribution were made to each, 
the minor beneficiary would be pre- 
ferred to the extent of any deduction 
for corpus expenditures. Further, if the 
power to distribute corpus were not 
limited by a standard, there apparently 
would be no way to place the two bene- 
ficiaries in the same tier even though no 
corpus distribution was in fact made in a 
given year. Perhaps a required income 
distribution to a beneficiary to whom 
an amount may be paid or credited in 
the taxable year from corpus should be 
moved from the first to the second tier. 


Exclusions from taxable distributions 

The worst defect in Subchapter J of 
the 1954 Code was the inequitable man- 
ner in which the income of estates was 
treated, as a result of which one bene- 
ficiary could be taxed on another bene- 
ficiary’s income by reason of a corpus 
distribution. The present Code excludes 
from taxable distributions distributions 
of a gift or bequest of a specific sum of 
money or of specific property paid or 
credited all at once or in not more than 
three installments. The Advisory Group 
proposed to allow an additional exclu- 
sion for properly paid or 
credited from the corpus of a decedent’s 
estate during the 36 months following 
his death. This would in effect have 
restored the pre-1954 law (or practice) 
of permitting an executor to designate 
whether distributions were made from 
income or corpus. 

At the request. of Mr. Mills, the Ad- 
visory Group submitted two alternative 
proposals. The first was to treat an 
estate as an “entity,” by which is meant 
taxing it upon income received with- 
out deduction for distributions to bene- 
The second was to exclude 
from taxable distributions, distributions 
by an estate made in kind of property, 
other than cash, owned by a decedent 
at the time of his death (plus property 
into which such property may have been 
converted in a tax free reorganization 
or the like). 

Fortunately, the bill does not adopt 
the first of these two alternatives. In- 
moves toward the second in 
proposed Section 663(a)(2), but, unfor- 
tunately, not all the way, excluding only 
distributions of real estate and tangible 
personal property.2 A distribution of 
kind therefore be 


amounts 


ficiaries. 


stead, it 


securities in may 


April 1960 


treated as taxable income to the extent 
of the taxable income of the estate (sub- 
ject to the operation of the separate 
share rule discussed below). 

Under a type of will which is now 
very common, a testator will leave half 
of his “adjusted gross estate” in trust for 
his spouse, in order to qualify for the 
marital deduction. Taxes and expenses 
of administration would be payable out 
of the balance of the estate. In the in- 
terests of orderly administration it is the 
usual practice of executors to distribute 
to such a trust amounts of corpus cor- 
responding to any payments of taxes or 
administration expenses paid out of the 
other portion of the estate. The spouse’s 
trust would then be charged under 
present law, and under the Bill, with 
having received a proportionate part of 
the income of the estate. The trustee 
must pay the tax out of corpus, but 
since the spouse is entitled to the in- 
come the obligation of payment should 
be borne by her; instead, she will 
eventually receive the income tax-free. 
Further, the corpus may consist of se- 
curities which cannot or should not be 
sold. While this result could be avoided 
if the executor also distributed to the 
trustee cash equal to the trust’s share of 
estate income, it is often not possible to 
determine currently what this amount 
will eventually prove to be. 

The draftsmen of the Bill apparently 
feared that even the distribution-in-kind 
approach of the Advisory Group alterna- 
tive would open the door to “manipula- 
tion.” This fear is largely groundless. 
If the income of the beneficiary of an 
estate is small compared to that of the 
estate, there is a positive incentive to 
make taxable, rather than nontaxable, 
distributions to the beneficiary. On the 
other hand, if the beneficiary’s income 
is large it is generally of small impor- 
tance him whether he receives his 
share of estate income in the current 
year or in the year of final distribution 
of the estate, when he would receive it 
tax-free since it would already have been 
taxed to the estate. There is, therefore, 
seldom any very strong incentive during 
the administration of an estate to make 
current distributions of income disguised 
as corpus so that they would be tax-free. 

In addition to the change discussed 
above, the Bill also proposes in Section 
663(a)(1) to substitute for the 3-install- 
ment exception of present law a more 
limited exception for distributions by 
estates, testamentary trusts or trusts re- 
vocable immediately before the death of 


to 


the grantor, which either are distri- 
butable and distributed in one taxable 
year or within three years after the 
testator’s or grantor’s death. The prin- 
cipal effect of this change would be 
to remove the 3-installment exception as 
an exception to the throw-back rule. 
Under present law if a trust is distri- 
buted to a beneficiary one-third at age 
25, one-third at age 30 and one-third 
at age 35, the first two distributions are 
subject to the throw-back rule; on the 
other hand, if $100,000 were distri- 
butable to the beneficiary at ages 25 and 
30 the throw-back rule would not apply. 
The proposed amendment was appar- 
ently designed to correct this disparity 
of treatment. It still would apparently 
be possible, however, to provide for the 
distribution of a single dollar amount 
at a given age free of the throw back, 
while a fraction of the corpus distributed 
in the same manner would be subject to 
the throwback. 

It should be added that the provision 
of the Bill excepting distributions in 
kind of real or tangible personal prop- 
erty may carry with it the implication 
that a widow's allowance or award pay- 
able in cash or other property is not 
excluded, contrary to the provisions of 
Regulations Section 1.661(a)-2(e). It 
should also be added that the bill would 
continue the 3-installment rul2 of 
present law with respect to existing 
irrevocable trusts. 


Separate share rule 


The Bill proposes to extend the 
present separate share rule of Section 
663(c) to estate as well as to trusts. This 
will do much to correct inequities of 
present law discussed above. 


Power in person other than grantor 


If a person other than the grantor of 
a trust has a power exercisable solely 
by himself to vest corpus or income in 
himself, he under the 1954 Code, 
“treated as an owner” of the trust, or a 
portion of it, under Section 678, which 
is a part of the “Clifford” provisions of 
Subchapter J. This method of treatment 
produces various anomalous results, and 
the Bill instead proposes in a new Sec- 
tion 664 to tax such a non-grantor as a 
beneficiary under the basic provisions of 
Subchapter J. The bill omits two refine- 
ments contained in the Advisory Group 
proposal: first, to except a power over 
corpus if the amount of corpus subject 
to the power does not exceed 5% of the 
value of the corpus during the taxable 
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year or $5,000, whichever is greater; and 
second, an attempt to solve problems 
created by powers exercisable in suc- 
cessive taxable years, whether or not 
cumulative. 


The throw back 


The Bill proposes the following sub- 
stantive amendments to Section 665(b), 
containing exceptions to the throw-back 
rule: 

1. The operation of the 9-year excep- 
tion in paragraph (4) would be made to 
depend on the date of the transfer of 
particular property to a trust, rather 
than on the date of the last transfer. 

2. A new exception (5) is added, for 
amounts paid or credited to a_ bene- 
ficiary as a final distribution of a trust 
by reason of the beneficiary’s reaching 
an age specified in the governing instru- 
ment, if the trust was created by will or 
was revocable by the grantor immediate- 
ly before his death. 

3. An additional new exception (6) 
is proposed for amounts distributed to 
another trust. The Advisory Group had 
proposed a similar exception, intended 
primarily to cover “‘peel-offs,”” such as 
the creation out of existing trusts of a 
new trust for an afterborn member of 

class and cross remainders between 
upon the death of an income 
Unfortunately, and inex- 
plicably, the amendment proposed by 
the Bill is expressly not applicable to 
the latter situation. A companion 
amendment is contained in proposed 
new Section 663(d). 

The Bill does not adopt an addi- 
tional exception proposed by the Ad- 
visory Group for amounts required to 
be paid to a beneficiary upon the death 
of another beneficiary. 

Nor does the Bill adopt an amend- 
ment which the Advisory Group pro- 
posed to the first sentence of Section 
665(b). Under present law, distributable 
net income of a trust for any year is re- 


trusts 


beneficiary. 


luced by deductible expenses paid out 
f corpus. However, under the throw- 
yack provisions, a distribution of un- 


This provision, like the comparable proposal of 
the Advisory Group, is limited to distributions by 
states. The Bill in the proposed amendment to 
Section 663(a) (1), discussed below, places distri- 
yutions by revocable trusts in the same category. 
Distributions by revocable trusts, at least within 
a limited period after a decedent’s death, should be 

corded similar treatment in Section 663(a) (2). 
In addition, a bit of special legislation appears in 
roposed Section 663(b(3), the “grandfather” ex- 
eption for distributions upon a beneficiary’s at- 
aining a specified age or ages under pre-1954 
trusts. The exception would now be extended to 
listributions “upon a specified date or dates.” 


distributed net income in a later year 
would constitute an accumulation distri- 
bution for the earlier year to the extent 
of the corpus deduction. The Advisory 
Group had proposed to eliminate this 
anomaly. 


Multiple trusts 


The Advisory Group had proposed in 
suggested Section 641 (c) to consolidate 
for tax purposes current accumulated 
income of multiple trusts created by the 
same person, with various exceptions. 
The Bill adopts an entirely new ap- 
proach in proposed Section 669. Under 
this section, if a taxpayer receives a 
distribution of accumulated income 
from a trust created by a person who 
had created another trust from which 
the same taxpayer had previously re- 
ceived a distribution in excess of cur- 
rent income, the accumulated income 
of the second trust for the ten years 
preceding the distribution would be 
thrown back into the beneficiary’s in- 
come for those ten years. This special 
throwback would differ from the five- 
year throwback in that, among other 
things, the “character” rules would not 
apply. Also, the beneficiary would not 
be entitled to treat the entire distribu- 
tion as includible in his income for the 
year of distribution even though a lesser 
tax would be produced than if it were 
thrown back. 

Some of the remarkable results of this 
proposed section can best be illustrated 
by an example. Assume that a father 
creates a trust to pay all the income to 
his five-year-old son until he reaches the 
age of 21, and then to distribute the 
corpus to him; and that the father dies 
on the day before his son reaches 21, 
creating a testamentary trust which re- 
quires that the entire corpus be in- 
vested in municipal bonds and the in- 
come accumulated until the son reaches 
the age of 50, when the corpus and 
the accumulations would be distributed 
to him. The section purports to tax the 
entire accumulations for the last 
years of the testamentary trust to the 
son upon receipt even though (1) the 
first trust did not permit accumulations, 
(2) the income of the second trust was 
entirely tax-exempt, and (3) the two 
trusts even theoretically ‘“‘co-existed” for 
only one day about 20 years before the 
accumulations began—each of which 
factors demonstrates conclusively that 
no “multiple trust” motive or effect 
was present in the creation of the trusts. 

Amendments proposed in the “Clif- 


ten 
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ford” area are as follows: 


“Clifford” provisions 

1. Present Section 674(b)(3) treats as 
an excepted power for purposes of Sec- 
tion 674 a power in a person other than 
the grantor which is exercisable only by 
will. It is proposed to extend this ex- 
ception to a power by deed if it would 
change the beneficial enjoyment of the 
trust only after the death of the holder 
of the power. The Bill contains a re- 
finement which was not in the Advisory 
Group proposal, to the effect that the 
exception shall not apply to a power 
exercisable by deed which does not ex- 
clude the grantor and his estate as pos- 
sible appointees. This seems an unfor- 
tunate and unnecessary complication, 
since if the beneficiary owned the trust 
property outright he could obviously 
return it to the grantor. 

2. The “exception to the exception,” 
which appears five times in Section 674, 
would be amended to exclude powers 
held by an adverse party and powers 
exercisable only as described in the pre- 
ceding paragraph. This is in accordance 
with Regulations Section 1.674(d)-2(b). 

3. Section 674(b)(6) is amended, par- 
tially for clarification along the lines of 
Regulations Section 1.674(b)-1(b)(6) and 
partly to add another unnecessary com- 
plication. 

4. Section 674(c) now excepts certain 
powers solely exercisable by a trustee 
or trustees other than the grantor if not 
more than half of them are subservient 
trustees. The Bill would extend the ex- 
ception to a power solely exercisable by 
a trustee or trustees other than the 
grantor if it is not exercisable without 
the concurrence independent 
trustee. 


of an 


5. A proposed amendment to Section 
675(2) adopts the interpretation of Regu- 
lations Section 1.675-1(b)(2) to the effect 
that the grantor will not be treated as 
the owner of a trust with respect to 
which a trustee is authorized under a 
generally lending power to make loans 
to any person without regard to interest 
or security, unless the trustee is the 
grantor acting alone. 

6. Section 677 provides that the 
grantor shall be treated as the owner of 
any portion of a trust whose income 
may in the discretion of a grantor or a 
non-adverse party be distributed to or 
accumulated for future distribution to 
the grantor, or applied to the payment 
of premiums on policies of insurance 
on the grantor’s life. A new Section 
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677(c) would provide that discretion 
exists under this section even though it 
is by its terms applicable only to dis- 
tributions of corpus, to the extent that 
the trust income is not required to be 
distributed currently. The Bill rejects 
one proposal by the Advisory Group. 
This was to adopt what is understood 
to have been the position of the In- 
ternal Revenue Service that Section 677 
would not apply to a trust whose in- 
come could be used to pay premiums on 
insurance on the grantor’s life except to 


April 1960 


the. extent that any such insurance was 
in fact held by the trust during the 
taxable year, unless of course the trustee 
was authorized to pay premiums on in- 
surance not held in the trust. 

7. As was previously discussed, it is 
proposed to substitute a new Section 
664 for present Section 678. 


Income in respect of a decedent 

The Advisory Group proposed a com- 
prehensive overhauling of Section 691; 
it is entirely omitted from the Bill. * 





Transfer of participating interest in a 
common trust fund is not a “withdraw- 
al.” The Service will follow the decision 
in the Nancy Wiggin case (DC Mass., 
1959), which holds that a withdrawal of 
a participating interest in a common 
trust fund (giving rise to gain or loss) 
did not take place within the meaning 
of Section 584(e) of the 1954 Code when 
units of participation in the fund were 
transferred from trust to another 
where the same taxpayer was the sole 
beneficiary both _ trusts, the 
trustees were the same. Rev. Rul. 57-335 
will be modified accordingly. Rev. Rul. 
59-414. 


one 


of and 


Depletion must be allocated first to trus- 
tee if reserve is set aside. A 1956 ruling 
(Rev. Rul. 56-105) permitted a 
trustee with broad discretionary powers 
to allocate all of the depletion deduc- 
tion to the beneficiaries even though a 


had 


substantial portion of the income from 
the depletable assets was retained by the 
trustee and accumulated. Revenue Rul- 
ing 60-147 revokes Revenue Ruling 56- 
105; and it is now ruled that the allow- 
able deduction is to be apportioned 
first to the trustee if local law requires 
or if the trust instrument directs that 
income from the depletable assets be set 
aside in a reserve for depletion. The bal- 
ance of the depletion deduction must be 
apportioned between the trustee and 
the beneficiaries, as the trust income is 
divided. Similarly, if the 
granted a discretionary power to allocate 


trustee is 


income from depletable assets to such a 
reserve, the allowable depletion deduc- 
tion would go first to the trustee. If, 
on the other hand, under the terms of 
a trust instrument (or local law) all of 
the income from a trust, including all of 
the income from depletable assets, is 
distributable to the income beneficiaries 


they are entitled to the entire depletion 
deduction. Rev. Rul. 60-47. 


*Life tenant is taxable as fiduciary on 
capital gains. Taxpayer was bequeathed 
her husband’s residuary estate for life 
with power to invade corpus for her 
comfortable maintenance and support. 
The court holds that she is not taxable 
individually on capital gains realized 
on sale of estate assets, but holds she is 
liable as a fiduciary. Although her posi- 
tion is not technically that of trustee, it 
is sufficiently similar to bring it within 
the scope of the trust provisions of the 
Code. [This decision is contrary to the 
Ninth Circuit’s holding in Cooke, 228 
F.2d 667.—Ed.] Weil, Ct. Cls., 1/20/60. 


Minor beneficiaries had no power to 
terminate; income not taxable to them. 
Taxpayer-trust sought to have its in- 
come taxed to its beneficiaries, first on 
the ground that it was not really a trust 
(the court found that the intent of the 
donor was to create a trust and finds it 
taxable as such) and, secondly, on the 
ground that the beneficiaries had power 
to terminate and receive corpus and in- 
come. The court finds that since the 
beneficiaries were all minor they could 
have acted only through guardians and 
during the years at issue no guardian 
had been appointed. The legislative pur- 
pose in enacting this provision of the 
Code was to tax to a person income sub- 
ject to his unfettered command. The 
beneficiaries here did not have un- 
fettered command of the income of the 
trust. Brehm Trust #3, 33 TC No. 84. 


Allocation of trust depletion was fixed 
by will; subsequent agreements did not 
“create” trust. The Code allocates depre- 
ciation and depletion on trust proper- 
ties in accordance with the instrument 


creating the trust or, in the absence of 
any direction, in accordance with the 
distribution of income. The will which 
provided for this trust had made no 
mention of the allocation of depletion. 
However, agreements reached after a 
threatened will contest did provide, in 
effect, that depletion was to be borne 
by the trust. The Tax Court held that 
the “instrument creating the trust’ was 
the will as modified by the agreements 
and that under it only the trust may 
deduct depletion. This court reverses. 
The subsequent agreements cannot be 
said to create the trust; only the will 
did that. And since the will contained 
no directions about depletion it follows 
that the beneficiary is entitled to the 
same proportion of total depletion as 
income distributable to her is of total 
income. Little Estate, CA-9, 1/19/60. 


Capital gain deduction of trust quali- 
fies as an excess deduction. The 50% 
deduction of the excess of net long term 
capital gain over net short term capital 
loss qualifies as an excess deduction of a 
trust. Upon termination of the trust the 
excess is allowable deduction to 
the beneficiaries succeeding to the trust 
property. Rev. Rul. 59-392. 


aS a 


ESTATE & GIFT TAX 


Gift cannot be reduced by trustee’s re- 
ceiving commission. In 1953 a donor 
transferred $66,000 in cash to a trust. 
The trust agreement provided that the 
trustee would be entitled to a receiving 
of $750. The donor re- 
ported the amount of the gift as $65,250 
($66,000 minus the trustee’s commission 
of $750). The Commissioner contended 
Tax Court holds that the 
amount of the gift for Federal gift tax 


commission 


and the 
purposes is the value of the amount 
the 
amount could 


which was transferred donor, 
$66,000, and that this 
not be reduced by the trustee’s initial 
fee for accepting the trust property. The 
Tax Court further holds that the gift 
was one of future interest. The trans 
fer was made in 1953 and the trustee 
power to 
withhold and accumulate income. The 
gift in trust did not qualify for the 
annual exclusion. Schayek, 33 TC, No. 
71. 


by 


was given a _ discretionary 


Accumulation trusts fail to qualify for 
gift tax exclusions. Donor established 
four trusts for the benefit of ten minor 
grandchildren. Income was to be ac 
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cumulated and added to corpus, except 
that the trustee could pay to a bene- 
ficiary or his legal guardian from the 
trust estate such amounts as the trustee 
deemed advisable, if the beneficiary 
“should need money for support or edu- 
cation and is unable to provide such 
money.” Although each beneficiary was 
to receive his share of trust corpus at 
age 21, the court held that the gifts in 
trust failed to qualify for the annual ex- 
clusion under Sections 1003(b)(3), 1000 
f)(1)(A) and 1004(a)(1) of the 1939 
Code. The beneficiaries did not have 
the right to demand distributions from 
the trust at any time but only in case 
of need. Thorrez, CA-6, 12/28/59. 


One-half of joint property taxed in 
estate of second spouse to die; transfer 
at death of first created retained in- 
terest. Husband and wife had acquired 
title to certain Wisconsin real estate as 
joint tenants in 1920, each furnishing 
a part of the consideration. In 1931 
they executed a joint and mutual will 
which remained in force when the wife 
1933 and when the husband 
died in 1952. The will provided that the 
survivor would have a life interest in 
the property and that upon his death 
property would go to their son. The will 
1948 in a suit 
contest his 
father’s right to lease property. In that 
suit the court in Wisconsin determined 
that upon the death of the wife, the 
joint interests changed to a life estate 
in the husband, and, subject to such life 
the in fee 
simple had vested in the son. 


died in 


had been construed in 


brought by the son to 


estate, entire remainder 

Upon the husband’s death the Com- 
missioner asserted that the entire value 
of the property was includible in his 
sross estate. This court holds that the 
value of the one-half remainder interest 
in fee simple previously transferred by 
yperation of the joint will at the wife’s 
death from the father to the son was a 
part of the father’s gross estate as a 
transfer under which the decedent had 
retained for his life the right to income; 
the other one-half (originally the wife’s 
interest) was not part of his gross estate. 
Olson, CA-7, 11/4/59. 


Trust not includible in gross estate of 
co-settlor where retained interest was 
similar to an annuity. Decedent joined 
with her husband and son in the estab- 
lishment of a trust, she contributing 
roughly 27% of the assets. The trust 
agreement provided for the liquidation 


of the assets and the purchase of an 
annuity for each co-settlor. Decedent was 
entitled to annual payments from the 
trust of $10,000 a year until the annuity 
was purchased and thereafter the an- 
nuity was to provide her with $10,000 
annual payments until her death. De- 
cedent died before the annuity was pur- 
chased, and the Commissioner asserted 
that the amount of corpus necessary to 
produce $10,000 a year, approximately 
$290,000.00, was includible in her gross 
estate, but the 7th Circuit disagreed. It 
overruled both the Commissioner and 
the Tax Court and held that no portion 
of the trust was includible in decedent’s 
gross estate. The higher court reasoned 
that the trust had an obligation to pay 
decedent $10,000 annually and that her 
right to receive it was not limited to the 
property transferred by her or the in- 
come therefrom. The transfer by dece- 
dent was made in return for a right to 
receive $10,000 a year for the remainder 
of her life; she, in effect, had purchased 
the equivalent of an annuity and at her 
death there was nothing left to be in- 
cluded in her gross estate. Becklenberg, 
CA-7, 12/30/59. 


Trust for support of minor child in- 
cludible in grantor-father’s gross estate. 
Incident to a divorce settlement, the 
decedent, then age forty-five, transferred 
securities and a home in trust for the 
benefit of his five-year old daughter. 
Under the terms of the agreement the 
trustee, a national bank, was instructed 
to pay to decedent so much of the in- 
come as he, the settlor, deemed neces- 
sary and proper for the support and 
maintenance of his daughter during her 
minority. In addition, the decedent re- 
tained certain other rights in the trust 
including the right to live in the home 
which was transferred to the trustee 
and a right to revoke the trust within 
one year after his daughter became 
twenty-one. The case turned, however, 
on the reserved right to have the in- 
come applied in the discharge of the 
settlor’s legal obligation to support his 
daughter. The court indicated that the 
reservation by the settlor of the right 
to have the trust income applied in dis- 
charge of his continuing legal obliga- 
tion to support his daughter was equiva- 
lent to the retention of income for a 
period which did not, in fact, end be- 
fore his death. As a result, the trust was 
includible in settlor’s gross estate under 
Section 811(c)(i)(B). The court noted 
that decedent was awarded custody of 
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his minor daughter and that he did have 
a continuing legal obligation to sup- 
port her. Smith Estate (National Bank 
of Commerce, Ex.) DC Tenn., 10/22/59. 


Transfer of $24,000 by decedent to his 
daughter and son-in-law held not in 
contemplation of death. In a contem- 
plation-of-death case the court instructed 
the jury that if decedent’s dominant and 
impelling motive was the desire to get 
the money or property out of his estate 
before he died, the gifts of $24,000 in 
1954 and 1955 to his daughter and son- 
in-law should be considered made in 
contemplation of death, but if his 
dominant and impelling motive which 
caused him to make the gifts was a de- 
sire to fulfill a promise which he made 
to his daughter and son-in-law at the 
time he was in good health, or in dis- 
charge of a moral obligation incurred 
as a result of promises of a home for 
his daughter and her husband during 
the period from 1946 to 1953, then the 
gifts were not to be considered as hav- 
ing been made in contemplation of 
death. The jury found that the gifts 
were made in contemplation of 
death that the executor was en- 
titled to refund of estate tax paid. 
Siebrecht, DC S. D., 11/17/59. 


not 
and 





HOW TAX COURT CASES 
ARE SETTLED 


Jupce Murpock, Chief Judge of the 
Tax Court, in his recent testimony 
before the House Appropriations 
Committee, made the following in- 
teresting points about Tax Court 
cases: 

¢ The number of cas s filed during 
the last half of 195: 
stantial 
years. 

¢ The 
larger than in previous years. 


tows a sub- 


reduction vver previous 


number of cases closed is 
* About 10% of cases are decided 
on facts stipulated by the parties. 

¢ Two thirds of cases filed are settled 
without action of the court. 

*An average of two years elapses 
from filing of cases to hearing by 
the court. 


9507 
49 /o 


¢ About of Tax Court deci- 
sions are appealed, and of those, 
some 25% are reversed. 

¢ 340 cases filed before December 


31, 1954 are still pending. 
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NEW DEVELOPMENTS IN 


Taxation of mining 


EDITED BY CHARLES J. BUSICK, CPA 





New final Regs. clarify difficult areas 


of mining taxation; election required 


by LAURENCE P. SHERFY & BRICE O’BRIEN 


Most urgent aspect of the new mining Regulations, just issued, is the election 


which must be made prior to May 1, 1960, on treatment of exploration and 


development expenditures. But many other changes in the new final Regulations 


deserve immediate study. In general, the regulations suggest that the Service has 


adopted reasonable and objective rules for administration of taxation of mining. 


The authors are the staff members, Tax Department, American Mining Congress. 


Ee NEW FINAL REGULATIONS On taxa- 
tion of mining contain many im- 
portant regulations pertaining to natural 
resources taxation under the Internal 
Revenue Code of 1954. More than 
three years after proposed regulations 
were published under subchapter I, the 
Treasury has finally issued final regula- 
tions under Sections 611, 612, 613, 615, 
616 and 621. (TD 6446, published in the 
Federal Register on January 21, 1960). 

It should be noted, however, that the 
Treasury has reserved for further study 
and consideration the issuance of regu- 
lations pertaining to (1) intangible drill- 
ing and development costs involving the 
petroleum industry, (2) the definition of 
“gross income from mining” involving 
the extractive industries other than the 
petroleum industry and (3) the defini- 
tion of “property” which applies to all 
branches of the extractive industry. 

Although it is reported that regula- 
tions will be again proposed in the 
near future with respect to intangibles 
under Section 612 and the definition of 
“property” under Section 614, no one 
expects regulations to be published on 
“gross income from mining” until after 
the Supreme Court renders its decision 
in Cannelton Sewer Pipe, which may 
not happen until the fall of 1960. 

Before going into a section by section 
analysis of these final regulations, we 
want first to discuss what we believe to 
be their most important provision call- 
ing for immediate and current con- 
sideration, study and action—the require- 


ment that under Section 1.615-3 and 
1.616-3 revised elections with respect to 
treatment of exploration and develop- 
ment expenditures for past years (1954- 
1959) must be made by May 1, 1960. 
When regulations under these sec- 
tions were issued in proposed form in 
1956, they contained a provision for 
retroactive revision of such elections, 
after issuance of the final regulations— 
the justification for such retroactive re- 
vision being based, presumably, upon the 
need for taxpayers to know the rules 
with respect to definition of “property.” 
It is, perhaps, true that the statutory 
definition of “property” now contained 
in Section 614 of the Code, together 
with the comprehensive Committee Re- 
port in connection therewith, gave tax- 
payers more certainty than was oc- 
casioned by Section 614 as originally 
adopted in the 1954 Code. Nevertheless, 
there are several areas where taxpayers 


will need to know what the regulations . 


provide in order to determine the proper 
aggregation or splitting of mineral in- 
terests for purposes of determining the 
And the authors believe 
there is ample justification for delaying 
the date for retroactive revision of ex- 
ploration and development expendi- 
tures treatment beyond the May I, 1960 
date—until final regulations have been 
promulgated under Section 614. How- 
ever, without official action of the Treas- 
ury Department, May | is the deadline. 

Subsequent to the issuance of the pro- 
posed regulations another reason de- 


“property.” 


veloped for postponing the time for tax- 
payers to make final elections with re- 
spect to exploration and development 
expenditures for back years. 

For a long time the Service has in- 
terpreted the law to mean that the net 
income from the property (now called 
“taxable income from the property” in 
the 1954 Code) for purposes of determin- 
ing the limitation on percentage deple- 
tion is determined before taking a net 
operating loss deduction. However, for 
more than two years now the Service has 
been considering a request for a ruling 
as to whether this interpretation is still 
adhered to—and we understand the Serv- 
ice is currently giving serious considera- 
tion to reversing the interpretation. 

In many cases where a net operating 
loss would be created by deducting ex- 
ploration or development expenditures, 
the decision as to whether to capitalize, 
deduct, or defer exploration expendi- 
tures, and the decision as to whether to 
deduct or defer development expendi- 
tures, cannot be made _ intelligently 
without knowing whether the Service 
will continue to follow its past interpre- 
tation with respect to the effect of net 
operating loss deductions on “net in- 
come from the property.” Unless the 
Service issues a published ruling on this 
point in the near future, it seems quite 
logical that the May 1, 1960 date for 
determining treatment of exploration 
and development expenditures should 
be extended. 

The Service’s past interpretation has 
been directly and indirectly approved 
by the courts; the Congress has in effect 
written the net operating loss deduc- 
tion rules in a way which will not ac- 
commod. any contrary ruling; there- 
fore, there is now no legal justification 
for a change in past interpretation. 
Nevertheless, if the Service rules to the 
contrary, it may take many years of liti- 
gation before the foregoing conclusion 
is confirmed—or rejected—by the courts. 

Without attempting an over-all ex- 
planation of the final regulations, the 
balance of this article will be devoted 
to a topic-by-topic discussion of the more 
important differences between the pro- 
posed and the final regulations. 


Economic interest, 1.611-1(b)(1) 


The definition of ‘economic interest” 
is an obvious compromise between the 
proposed regulations and Regulations 
118, and it appears that the final regula- 
tions will have little or no effect in 
settling the many controversies which 
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arise in borderline cases involving the 
interpretation of the term “economic 
interest.” For example, the regulations 
make no attempt to state whether or 
not an economic interest is granted by 
a contract hiring someone to extract 
minerals for a stated price per ton, to 
exhaustion; or a contract hiring some- 
one to extract minerals for a stated per- 
centage of the selling price. However, 
the final regulations do provide that an 
agreement entitling a person to “com- 
pensation for extraction” does not con- 
vey an economic interest. These prob- 
lems will have to be determined by the 
somewhat vague standards outlined in 
the Supreme Court decisions. 

Che final regulations require that an 


| economic interest be acquired “by in- 


vestment” rather than “by investment 
or otherwise.” This appears in line with 
the Supreme Court decisions stressing 
the importance of investment in the 
mineral in place, as contrasted to in- 
in 


vestment depreciable equipment. 
However, we think it can be assumed 
that the lessee, donee or devisee will 


have no difficulty with the “investment” 
We that the successor in 
interest to the holder of an economic in- 


test. believe 
terest need not show any personal in- 
vestment. We also conclude—although 
not specifically stated in the regula- 
tions—that a lessee, recognized by statute 
as entitled to depletion, need not under 


the court decisions show any specific in- 


vestment in the mineral in place. 
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Definition of “mineral deposit” 


The defined 
mineral deposit” as the minerals in 


proposed regulations 
place “in each separate tract or parcel 
of land.” The quoted words have, cor- 
rectly, been omitted from the final regu- 
lations—the concept of the portion of a 


| deposit contained in a separate tract or 


parcel properly belongs to the definition 
ff “property” under section 614, but 
as nothing to do with a definition 
of the deposit itself. 


Cost depletion, aggregation during year 

Che final regulations provide, in a 
nanner more easily understood than 
vas provided in the proposed regula- 
ions, that separate computations of cost 
lepletion must be made during a year 
when properties are aggregated under 
Section 614 after the beginning of the 
year. One computation must be made 
for the part of the year prior to aggre- 
gation, and another for the period of 


the year subsequent to aggregation. 


The final regulations still require that 
in the determination of the value of a 
mineral property, “each deposit” be 
separately valued in spite of the fact a 
single valuation is all that should be 
necessary. We hope, and assume, that in 
the administration of this provision an 
attitude of reasonableness will prevail. 


Statement with return, 1.611-2(g), 1.613-5 


The proposed regulations called for 
exhaustive information and data to be 
furnished with tax returns—requiring, 
for example, a mass of detail bearing on 
cost depletion even in situations where 
it is obvious that percentage depletion 
is the only provision which will have 
any bearing on the tax. This provision 
has been relaxed, to some extent, by the 
final regulations, which require this in- 
formation in ‘“‘complete, summary 
form,” but direct the taxpayer to have 
“readily available” the data at his prin- 
cipal place of business. It is impos- 
sible to state precisely what “complete, 
summary form” means. We assume that 
under these regulations—as was the case 
under prior regulations—the rigidity 
with which these onerous and unneces- 
sary requirements are applied in actual 
administration of the law will depend 
primarily upon the working relations 
between the taxpayer and his revenue 
agent. We understand that in the past 
most Revenue Agents have been satisfied 
if the taxpayer furnishes the pertinent 
information at the time of his audit, 
and we hope that in actual practice the 
same situation will prevail in the future. 


Receding face deductions, 1.612-(a) 
After recognizing the receding face 
doctrine as laid down in many court de- 
cisions, the proposed regulations con- 
tained a new provision, which stated 
that “In classifying expenditures as be- 
tween those chargeable to capital ac- 
count and those deductible as ordinary 
the 
test to be applied is whether, under 
sound accounting practice, such expendi- 
tures should be charged against mineral 
produced during the taxable year or 
capitalized as chargeable to future pro- 
duction.” Taxpayers objected that this 
new sentence would have, in substance, 
re-opened the question of receding-face- 
of-the-mine deductions, even though the 
court cases over the years have already 
determined that such deductions are in 
accordance with sound accounting prac- 
tice. We are glad to note that this sen- 
tence has been omitted from the final 


and necessary business expenses, 
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regulations, thus leaving the established 
principles on this subject unchanged. 


Advanced royalties, restoration to 
income, 1.612-3(b)(2) 


The final regulations follow court de- 
cisions with respect to a bonus, and do 
not require restoration of depletion to 
income by the lessor where a lease is 
cancelled after any amount of produc- 
tion, no matter how small. However, 
with respect to an advanced royalty, the 
regulations require that the taxpayer in 
such circumstances restore to income 
the depletion taken on advanced royal- 
ties with respect to that portion of the 
mineral not produced prior to such 
cancellation. We are not aware of any 
court decision dealing with this subject, 
and it may be that in the future the 
courts might hold the regulations in- 
valid in this respect—concluding that 
depletion on advanced royalties, like de- 
pletion on bonuses, need not be re- 
stored to income where there is any 
production prior to lease cancellation. 


Advanced royalties, 1.612-3(b)(3) 

Many taxpayers asked for a new elec- 
tion to treat advanced royalties as de- 
ductions for the year paid or accrued, 
or as deductions for the year in which 
the mineral product in respect of which 
the advanced royalties were paid are 
sold. These requests were not granted— 
the final regulations still provide that 
an election made under the 1939 Code 
regulations in this respect is still bind- 
ing upon the taxpayer for all subse- 
quent years. 


Ores of specified metals, 1.613(2)(a)(2) 


In the proposed regulations, “ores of 


the following metals’—antimony, _bis- 
muth, etc.—carried a footnote which pro- 
vided that the 23% domestic rate was 
“applicable only the extent such 
metals are produced.” The final regula- 
tions quite properly omit this “end use”’ 


test. 


to 


Definition of clay, 

1.613-2(b)(1)(i) and (ii) 

With some changes, the final regula- 
tions adopt in substance the definitions 
promulgated in proposed regulations to 
amend the regulations under the 1939 
Code, issued February 10, 1959. Under 
both, refractory and fire clay is defined 
as clay which has a pyrometric cone 
equivalent of 19 or higher. Under both, 
clay which is used or sold for use in the 
manufacture of common brick, etc., is 
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brick and tile clay unless it is a clay 
specifically identified as a 15% clay. The 
difference between these final regula- 
tions and the February 10, 1959, pro- 
posed regulations appears to lie in the 
area dealing with clay which has a 
p.c.e. of less than 19, but nevertheless 
is used or sold for use in the manufac- 
ture of refractory products—under the 
proposed regulations, it would appear 
that such clay would be called brick and 
tile clay; whereas under final regulations 
it would seem to qualify for the 15% 
‘all other minerals.” 


rate applicable to 


Definition of stone, 1.613-2(b)(3) 


The proposed regulations defined “di- 
mension stone’ as blocks and slabs of 
natural stone cut to definite shapes and 
sizes, and subsequently used for certain 
purposes. A similar definition was pro- 
posed with respect to ornamental stone. 
The the 
placement of the word “subsequently,” 


final regulations rearrange 
placing it before “cut.” The purpose 
of this rearrangement probably is to re- 
the 
with respect to the cut-off point. 


flect rreasury’s present thinking 


Quartz sand and quartz pebbles 


In defining “all other minerals” to 


which the 15% rate applies, the pro- 
posed regulations listed “quartz sand 


and quartz pebbles” but added the 
qualification “when used or sold for pur- 
poses dependent upon their chemical or 
refractory properties.” The qualification 


is omitted from the final regulations. 


Extraction from purchased waste 


Until the 1954 Code there was much 
litigation over the question of whether 
depletion was allowed on minerals ex- 
the 
prior mining, but Section 613(c)(3) of 


tracted from waste or residue of 
that Code provides that depletion is 
allowable unless the operator is a “‘pur- 
the waste The 
final regulations quite properly recog- 
nize that the depletion allowance is 


chaser” of or residue. 


available to a person who acquires waste 
or residue in a tax-free exchange from 
a person who would have been entitled 
to depletion thereon if the present law 
effect at the time of the 
acquisition. They also recognize that a 


had been in 
lessee renewing a mineral lease—even 
after an intervening lapse—will be en- 
titled to depletion on the waste and 
residue from a mine if the lessee was en- 
titled or would have been entitled to 
the depletion allowance upon the ores 
or mineral before the renewal. 


April 1960 


Taxable income from property 1.613-4 

The proposed regulations provided 
that where a taxpayer has “gross in- 
come more than one mineral 
property, deductions not directly at- 
tributable to a specific mineral property 
shall be fairly apportioned among the 
properties. By omitting the 
words, the final regulations 
recognize that overhead, etc., is properly 
allocated among all properties—income 
producing and idle. 


from” 


several 
quoted 


Exploration, development expenditures 

The American Mining Congress and 
other taxpayers objected very strongly 
to the proposed regulations under sec- 
tions 615 and 616 on two very basic 
issues—the unit (mine, deposit, etc.) to 
be used in determining whether expendi- 
tures were for exploration or develop 
ment, and the standard to be applied 
in determining the point at which ex- 
ploration ends and development begins. 

The proposed regulations interpreted 
the unit to be applied as “mine or other 
natural deposit, whichever is the smaller 
unit.” This italicized language has been 
omitted from the final regulations, and 
in most places the final regulations refer 
to “mine or other natural deposit.” We 
believe the final regulations reflect the 
philosophy urged by the Mining Con- 
gress—that the unit to be applied is the 
mine, where the taxpayer’s operations 
that ‘other 
natural deposit” comes into application 


constitute a “mine,” and 
in this respect only in those situations 
were the operations do not constitute a 
It should be noted that while 


brine 


“mine.” 
extractive operations through 
wells, sand pits, quarries, etc., are de- 


finitely “mines” for purposes of sec- 
tion 614 (“property”), in applying sec- 
tions 615 and 616 any possible distinc- 
tion has been taken care of. 

As to the beginning of the develop- 
ment stage, the final regulations again 
appear to reflect the position urged by 
the Mining Congress. Section 1.615-1(a) 
states that “The development stage of 
the mine or other natural deposit will 
be deemed to begin at the time when, 
in consideration of all the 
circumstances (including the actions of 
the taxpayer), deposits of ore or other 


facts and 


mineral are shown to exist in sufficient 
and quality to 
justify commercial exploitation by the 
taxpayer.” Further, the final regulations 
omit an example which was contained 
in proposed Section 1.615-1 (c)(2), which 
would have indicated that certain activi- 


quantity reasonably 


ties in search of additional minerals 
during the production stage would be 
considered to be exploration activities. 

The mining industry contends the 
statute provides that all expenditures 
after the beginning of the development 
stage are development or operation ex- 
penditures rather than exploration ex- 
penditures. 

While there will undoubtedly con- 
tinue to be difficult fact questions as to 
when the development stage begins 
under the final regulations, we assume 
that most taxpayers will be permitted 
without controversy to treat their rou- 
tine expenditures in development and 
operation as being within either the de- 
velopment - or 
classification. Certainly the philosophy 
implied in the final regulations is the 
philosophy always understood by the 
mining industry—that all expenditures— 
after the beginning of the development 
stage are either development or opera- 


operation expenditure 


tion expenses. 


Expenditures for grant of interest 


The proposed regulations provided 


that exploration expenditures which 


were made in return for an interest in| 
minerals or ores had to be capitalized| 


as part of the depletable basis, even 
though the interest acquired was a work- 
ing or operating interest. This rule had 
been applied to the oil and gas industry 
prior to 1943, but had been abandoned 
in that year. 

The final regulations adopt in general 
the principles which have been applied 
to oil and gas since 1943—that is, the 
taxpayer acquiring a fraction of the 
working interest in exchange for ex- 
ploration or development expenditures 
is entitled to deduct that portion of 
such expenditures represented by the 
fractional the 
terest acquired by him. 


share of working  in- 


Election on exploration expenditures 

Where the taxpayer deducts explora: 
tion expenditures which on audit are 
subsequently determined not to be de- 
ductible (by reason of the limitation on 
deduction of such expenditures), the 
final regulations permit the taxpayer to 
change his election to deduct or defer 
with respect thereto, but only “to the 
extent of the subsequent determina’ 
tion.” Thus, it would appear that where 
a taxpayer deducts $80,000 of explora; 
tion expenditures, has no others whic 
are charged to capital account, and the 
Service subsequently determines that 
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$75,000 thereof is not deductible as ex- 
ploration expenditures, then the tax- 
payer will not be permitted to save one 
of his four years by capitalizing the re- 
maining $5,000. This is a very inequi- 
table result: 

The regulations are silent on what 
the Service would do where the taxpayer 
had deducted certain expenditures as 
development expenditures and it has 
subsequently been determined that they 
are exploration expenditures. Assuming 
that the taxpayer still had available for 
that year the option of capitalizing, de- 
ducting or deferring exploration ex- 
penditures, we think equitable treat- 
ment should require that he now be 
permitted to exercise the option. with 
respect to such expenditures. 


Election where no return filed, 1.615-3(b) 


The American Mining Congress sug- 
gested that some equitable provision 
should be made in the regulations in 
the special situation where a foreign 
corporation not subject to filing a U. S. 
tax return for a particular year might 
nevertheless file some statement of elec- 
tion with respect to exploration and de- 
velopment expenditures, so that it might 
lack of 


formal election. This suggestion of The 


not be adversely affected by 
\merican Mining Congress has not been 
followed. 


Losses for abandonment 


The proposed regulations indicated 
that a loss with respect to exploration 
ind could 
only be allowed where there is an aban- 
The 
final regulations deleted the entire pro- 


development expenditures 


donment of the entire property. 
vision and merely cross-referenced to the 
This 


may mean that the Service will recognize 


vyeneral abandonment loss rules. 
that a taxpayer may abandon a deposit 
but not necessarily the entire tract of 
land—which would be in line with the 


property” concept in Section 614(a). 


Partnership as entity, 1.615-4(b) 


Under the proposed regulations the 
partnership was considered to be the 
entity entitled to determine the deducti- 
bility of exploration expenditures, and 
therefore the four-year limitation was 
ipplied to the partnership entity. The 
final regulations reverse this position, 
ind allow each individual partner four 
years of deductions, either as to expendi- 
tures made by him before becoming a 
partner or as to his share of partnership 


expenditures. The final regulations now 


conform to the existing parnership regu- 
lations. 


Additional time to revise elections 

The regulations allow taxpayers who 
wish to do so to revise, by May 1, 1960, 
their treatment of exploration and de- 
velopment expenditures for past 1954 
Code years. As we have previously in- 
dicated, we think the Treasury should 
have coordinated this cut-off date. with 
regulations under section 614 and with 
a public affirmation of its past interpre- 
tation of “taxable from the 
property” in connection with net operat- 
ing loss deductions. 

The regulations do not make it clear 
just how taxpayers are to revise their 
treatment of exploration and develop- 
ment expenditures for past years. Lin- 
coln Arnold, Chairman of Tax 
Committee of the American Mining 
Congress, has formally asked the Com- 
missioner to rule that this revision can 
be accomplished by a written statement, 
for each year being revised, filed with 
the District Director with the 
return was filed—without the necessity 
of filing an amended return for such 
years. It is hoped this request will be 
complied with in the near future. 


income 


the 


whom 


The regulations are silent as to the 
effect of revisions for closed years. It is 
assumed that revisions with respect to 
closed years are permissible under the 
regulations—affecting only open years. 
But it 
1311-1314 of the Code will operate to 


is further believed that Sections 


mitigate the effect of such revisions. In 
other 1954 
closed, and in that year he deducted 


words, if a taxpayer has 
development expenditures, he may now 
elect to defer such expenditures and de- 
duct them on a ratable basis—but Sec- 
tions 1311-1314 will probably result in 
protecting the Government against loss 
of revenue arising out of the fact that 
such expenditures were deducted in a 
year now closed. In fact, these sections 
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might well result in an over-all loss to 
the taxpayer, if he has intervening years 
now closed for which he did not claim 
the deferred deduction. 


Definition of net receipts and time of sale 


The final regulations omit a proposed 
definition of “net receipts” during the 
development stage which would have 
established a cut-off point prior to 
processing. This omission quite properly 
leaves the cut-off point for computation 
of such “net receipts” to the determina- 
tion of the cut-off point for gross income 
from the property. 

In the proposed regulations it was 
provided that the time of sale of min- 
erals should be determined by the ap- 
plication of the rules used to determine 
“gross income from mining.” Section 
1.613-3(b)(5) of the proposed regula- 
tions provided a rule for determining 
gross income from mining prior to an 
actual sale in an integrated operation, 
thus giving formal approval to the long- 
standing administrative practice which 
permitted deduction of depletion prior 
to actual sale in such circumstances. This 
particular subparagraph is among those 
provisions under Section 613 which have 
not yet been issued in final form. It is 
hoped that the omission of proposed 
1.616-2(d) does not forecast a reversal of 
the position set forth in 1.613-3(b)(5) of 
the proposed regulations. 

As we have indicated these final regu- 
lations have reserved some very con- 
troversial areas. It should not be long 
before proposed regulations in two of 
these areas—intangible drilling and de- 
velopment costs and the meaning of 
the term “property”—will see the light 
of day. We hope that the Internal Rev- 
enue Service and Treasury personnel 
who are working on these proposed 
regulations will apply to that work the 
same degree of objectivity and consid- 
eration of the taxpayers’ views which 
are reflected in these final regulations. * 
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New IRS rule on underestimates on 7004 


creates interest trap; AICPA protests 


A UNUSUAL and somewhat harsh re- 
sult is occurring because of the 
IRS decision to treat under-estimates on 
Form 7004 as overdue in their entirety 
from the date of the filing of the esti- 
mate, rather than as overdue only from 
the date on which they would be re- 
quired under law to be paid. Thus, ex- 
treme caution is urged where an auto- 
matic extension of time for filing a 
corporate tax return is taken and pay- 
ment made by the installment method. 

The Regulations under Section 6081 
(b) (which grants to corporations the 
right to an automatic extension upon 
filing Form 7004, an application for the 
extension which includes an estimate of 
the will be due and which 
must be accompanied by payment of 
one half of the estimated tax) provide 
that the installment privilege granted 


tax which 


is limited to the amount shown on the 
form. Regulations Section 1.6081-3(a)(2) 
may best be illustrated by an example: 
If the estimated tax due on Form 7004 
is shown as $160,000, and payment of 
$80,000 is made as the first installment, 
and the actual tax due is later found 
to be $200,000, interest at 6% is charged 
from the due date of the return on $40,- 
000, 
the Form. The 


the amount of tax not shown on 
Tax Committee of the 
AICPA has urged the Internal Revenue 
Service to apply the more normal under- 
estimation rule: that interest be charged 
the half the 
mation which is due at the time of fil- 
ing Form 7004—in our example, $20,000. 
The Committee maintains that the IRS 
rule can be supported only if Form 
7004 is Since 
under an accurate estimate only one half 
of the tax due is due on filing 7004, the 
interest, the. nature 
the Committee’s 
view, be computed only on the basis of 


only upon of underesti- 


considered as a return. 


which is in of a 


penalty, should, in 
this amount. 

The IRS has rejected this position. 
In doing so it has pointed out that the 
automatic extension privilege does not 


include an additional privilege of not 
reporting the entire tax on or before 
the date prescribed by the statute for 
filing corporate returns. It takes the 
position that charging interest only on 
the amount by which the correct first 
installment exceeds the first installment 
of the estimated tax would put taxpayers 
electing to take the extension in a more 
favorable position than corporations 
which file their returns without any ex- 
tension of time and under-report their 
taxes. The IRS points out that under 
the statute the amount shown on Form 
7004 must be “properly estimated.” The 
statute might be construed to deny the 
benefit of an extension to a corporation 
which fails to estimate its tax correctly, 
and although the Service does not take 
this position, it refuses to 
temper its position on the computation 
of interest. 

Further, payment of over one half of 
the tax estimated will not affect the 
computation of interest. Referring again 
to our example, if payment of $100,000 
had been made at the time of filing 
Form 7004, interest would still be 
charged on $40,000, the full amount of 
the under-estimate. This is a literal ap- 


extreme 


plication of the language of the Regu- 
lation, which limits the privilege of in- 
stallment payment to the amount shown 
on the Form. The IRS justifies its posi- 
tion by maintaining that interest charges 
can be avoided by a correct estimate of 
the tax. 

A flaw in the IRS position, and the 
point on which the Regulation might 
well be challenged, would appear to be 
that it refuses to accept a reasonable 
definition of the word “estimate.” The 
dictionary defines “estimate” as a “rough 
calculation of - size, etc.; an 
opinion or judgment,” and, as a verb, 
“to form an opinion or judgment about; 
gauge; calculate approximately.” The 
fact that the statute requires the amount 
to be “properly estimated” may be in- 
terpreted as imposing a higher standard 
of accuracy than in other situations, but 
it does not deprive the word of its actual 
meaning. And while the statute does 
not provide the 30% margin for error 
that is granted the corporation filing 
estimated tax returns during the tax 
year, the fact that 6081(b) grants to the 
Commissioner the right to terminate 
the corporation’s extension at any time 
on ten days’ notice should be sufficient 
sanction assure that 
margin of error will be 
avoid any possible abuse in this area. 

For the present, until the IRS posi- 
tion is modified, taxpayers should take 
care 


value, 


to only a small 


tolerated, and 


that the tax estimated on their 
Form 7004 is not less than twice the 
amount to be paid with the form. This 
will them that the 
will apply the largest 
amount possible, and will have the 
effect of minimizing unnecessary interest 


assure installment 


privilege to 


charges. ¥ 


When not to apply for advance rulings 


from the Internal Revenue Service 


aati THE FACT that the IRS issues 
some 60,000 advance rulings each 
year, there are certain areas in which 
rulings definitely will not be issued. A 
knowledge of these will save taxpayer 
and practitioner much trouble. 

Dan J. Ferris, Assistant Director of 
the Tax Rulings Division, IRS, and 
George J. Brady, a CPA and partner in 
charge of Arthur Andersen’s tax depart- 
ment, New York, discussed this subject 
at the recent 13th Canadian Tax Con- 
ference. They gave their respective view- 
points, Ferris that of the government 


office responsible for the issuance of 
rulings, and Brady of a tax practitioner 
who seeks to procure them on behalf of 
taxpayers. 

It is not proposed here to discuss the 
remarks of these two gentlemen in any 
particular detail, but instead to focus 
on the portion of their comments in 
the area of Treasury nonissuance of 
rulings. Mr. Ferris’ remarks particu- 
larly, considered together with the avail- 
able official IRS pronouncements, give 
a fairly comprehensive statement of the 
area. For the official statements, see Rev. 
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tul. 54-172, CB 1954-1, 394; Rev. Proc. 
6-12, CB 1956-1, 1029 (sec. 2.04); and 
ie Statement of Procedural Rules, 26 
CFR 601.201. 

rhere are essentially two areas of con- 
sistent nonissuance of rulings; refusal to 
ule in these major areas has long years 
f precedent behind it. The first deals 
ith situations in which a substantial 
and the 
second may be broadly stated as one in 


uestion of fact is involved, 


hich the issuance of a ruling would 
unsound administrative practice. 


Refusal for reason of facts 








Che “Statement of Procedural Rules, 

portion of the Federal Regulations 
hich sets forth Treasury policy with 
spect to rulings, in paragraph (e) con- 
ins examples of factual areas in which 


| 
| 
| 
| 
| 


e Commissioner will in no event is- 
sue rulings. Five specific categories are 
isted: (1) questions of the market value 
property; (2) questions of the reason- 
leness of compensation; (3) whether 
particular transfer is one in contem- 
plation of death; (4) whether the reten- 
tion of earnings by a corporation is in 


avoidance of surtax on its shareholders; 


pnd (5) whether a transfer or acquisi- 
tion is within Section 1551 or 269. 


lo these categories and other clear 


jactual issues, others can be added. Any 
uation in which the facts which would 
ve to be presented to the Rulings 
Division are subject to future develop- 
Mr. Fer- 


ris further states that no ruling will be 


ments is ineligible for a ruling. 


sued when the facts submitted are be- 
ved to be hypothetical and, in the es- 
tax area, no ruling will be made 

th reference to the estate of a living 








rson. These categories are in fact but 
yn expression of the Service’s pclicy of 
jimiting the ruling procedure to those 
hctual situations in which the Rulings 
vision can be confident that it has all 
relevant facts available to it (see 
odman, “Pension and Profit-Sharing 
ilings and Procedures,” 17 NYU Inst. 
Hed. Tax. 993 (1959) ). 
Ordinarily, rulings are sought before 
siness transactions are entered upon, 
ere the important “facts” involved 
contained in documents which can 
examined in Washington at the Ser- 
’s convenience. Attorneys are used 
this, and few would expect a ruling 
what is primarily a factual area. The 
mary agency of the Service for decid- 
» fact questions is the agent in the 
ield, who does his work after the events 
the taxable year have occurred and a 





clearer, more complete picture can be 
obtained. 


Refusal for IRS policy 


The other chief area of nonissuance 
of rulings involves situations in which 
the Service, for its own administrative 
reasons, feels it best not to commit it- 
self on particular transactions. One of 
the most significant of these is that in 
which the Service’s own policy has not 
yet formulated or 
stated. According to Mr. Ferris, during 
the year 1959 the Service declined to 
rule on the taxability of syndicates as 
partnerships, pending 
the issuance of Regulations. Also, no 
ruling will be issued currently on the 
time for taxation of deferred compen- 
sation, under contracts calling for pres- 
ent services with spread-out payments, 


been completely 


associations or 


with the amounts in later years osten- 
sibly for consulting services and cove- 
nants not to compete, and the like. By 
regulation, approval of taxpayer’s adop- 
tion of a Liro inventory method is de- 
ferred until audit. 


Fact transactions 


of 


situation in 


A further 
lence is a 


area administrative si- 


which transac- 
tions are already under scrutiny by a 
Revenue Agent, or similar transactions 
for prior years are under scrutiny. This 
refusal to rule is inherent in the defini- 
tion of 


“advance” rulings. If the trans- 
action, or series of events, has already 
it will then have to 
wait for audit for determination of 


been carried out, 
the 
tax consequences. This gap is simply a 


half- 


completed transactions and should not 


refusal of the Service to rule on 
interfere with the taxpayer who timely 
seeks a ruling in advance of entering 
upon the transaction. The statement by 





Mistake in signing waiver does not jus- 
tify injunction. While in prison serving 
a sentence for income tax evasion, tax- 
payer received a waiver Form 870 from 
the IRS. Under the mistaken impression 
that it was a consent to extending the 
statute of limitations, he signed and re- 
turned the form. Acting on the waiver, 
the IRS made assessment and a levy 
against taxpayer’s property. The court 
holds that taxpayer’s mistake in sign- 
ing the waiver was not such<an excep- 
tional circumstance as to justify an in- 
junction against the levy and collection. 
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Mr. Ferris goes a step beyond the State- 
ment of Procedural Rules, which pro- 
vides that in the income, estate and gift 
tax areas, no ruling will be issued in 
connection with a return to be filed if 
an “identical ’ is involved in a 
return or returns already filed for tax- 
able periods with respect to which the 
period of limitation has not run (26 
CFR 601.201(b)(1) ). 


sues” 


Tax procedures + 


issue’ 


Thus, “similar is- 
must be under audit, but “identi- 
cal issues” are ineligible if the year is 
open. In the employment and excise 
tax areas, the same subparagraph states 
that no ruling will issue if the Service 
knows or has reason to believe that the 
matter is in active examination or audit 
before a District Director, 601.201(b)(2). 


Refusal because avoidance suspected 


Mr. Ferris’ talk listed one point not 
within either of the two major categor- 
ies discussed. He stated that the Service 
will refuse to rule where the request for 
a ruling is believed to involve a tax 
avoidance device or “tax gimmick.” 
Since most transactions attempt to avoid 
and 


avoidance is a legitimate aim of every 


taxation in one way or another 
taxpayer, this remark should be inter- 
preted simply as the Service’s statement 
that it will ar- 
rangement which it does not trust. What 


results is that the person with a unique 


refuse to sanction an 


scheme, however legitimate, proceeds at 
his own peril and must await audit to 
find out if he is home free or not. Once 
again, this policy will come as no sur- 
prise to tax men. The entire ruling 
process with administrative 
discretion (601.201(d)(1)), and it is not 
dificult to understand the Service's re- 


is tied in 


luctance to endorse publicly a trans- 
action which it might well want to con- 


test if it became common practice. w 


Quigley, DC Dist. Col., 


12/16/59. 


Taxpayer on world cruise has 150 days 
after deficiency notice to file Tax Court 
petition. Taxpayer, a U. S. resident, was 
on a world cruise when a notice of de- 
ficiency was mailed to her last known 
U. S. address. She filed a petition with 
the Tax Court after 90 days but within 
150 days of the mailing of the deficiency 
notice. Under the Code, a taxpayer has 
150 days after mailing of a deficiency 
notice within which to file a Tax Court 
petition where the deficiency notice is 
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“addressed to a person outside the (waiving restrictions on assessment) for 
: : States. .” The Tax Court, citing the year 1946 and mailed it to the Com. 
The indispensable, Mindell, 200 F.2d 38, rules that tax- missioner. Two months later the Com. 
—_~ jf payer's petition is timely. The court missioner ‘“‘assessed” additional taxes, 
definitive guide to holds that a taxpayer temporarily out but a statutory notice of deficiency was 
of the country has 150 days; the statute never issued. The Government brought 
A * does not refer to an address outside the this action to collect the unpaid 194 
ccounting U. S. A vigorously dissenting judge tax. The district court followed deci- 
feels the majority is misconstruing the — sions in the Ninth Circuit holding that 
and Tax Code and argues that the 150 day period a premature Form 870 is invalid. [1954 M 
is applicable only where the deficiency Code Section 6213(d) provides that a c 
f is actually mailed to an address outside waiver of restrictions on the assessment 
Aspects 0 the U. S. Krueger Est., 33 TC No. 75. and collection of deficiencies is valid tas 
whether filed before or after the issue 
Patents and Dividend credit amendment clarified of a notice of deficiency.—Ed.] Not hay- . 
prior law; interest is allowable on re- ing made proper assessment, the Goy. A’ 
R h fund. Public Law 399, 84th Cong., pro- ernment cannot bring suit. This decision tiona 
eseare vided that the 85% dividend credit of was affirmed by the Ninth Circuit sitting sige 
corporations was to be based on the’ en banc. Prior decisions of the Ninth State 
by entire corporate income; the IRS had _ Circuit, with two dissents, was adhered on 
James A. McFadden, Jr. — that - the alternative a co to despite contrary views m other cit} intro 
: ‘ Tuska tation on capital grins, the 85% credit cuits. The U. S. Supreme Court reverses. ae 
and Clarence D. Tus was limited to 85% of the ordinary The determination of the deficieng an, 
income. The public law further pro- does not depend upon the mailing of the i f 
For accountants, tax lawyers, vided that no interest was to be paid on notice. Taxpayer has the power to stop .,; 
corporation personnel, sara refunds arising because of the enact- the running of interest by signing the eT 
ors, and students, this is a clear é Z : y > the s 
banks 4 ment. However, the court finds that the waiver. A review of the history of thd |... 
explanation of the latest appli ape wake ee a a 3 Ce ou era : "| prep: 
cations of federal tax law to che seg merely declaratory of the Cxas waiver provisions supports the Commis el 
patent accounting. Thoroughly ing Code, and was enacted as a Clarify-  sioner’s position. Price, U. S. Sup. Ct! Th 
integrated, comprehensive, con- ing measure. Interest is thus payable No. 48, 1/18/60. ae 
cise, and easily understood, it on the refund as it would have been posec 
deals with the acceptable ac- proper without the amendment. Pitcairn Interest accrues on hobby loss deficient cae 
counting methods to be used in Co., Ct. Cls., 1/20/60. cies prior to completion of the five neces} a 
research, engineering, and other sary years. A deficiency was assessed au 
corporate activities evolving Internal Revenue Agent may be called against taxpayer by the disallowance of “e : 
around patents. Part I analyzes as witness. Taxpayer had guaranteed to losses in excess of $50,000 for each of ; ah 
cusrent trends which assist the his partners certain accounts receivable five years. Although the deficiency come ose 
individual inventor and the i 2 ‘ a ce ee ie g" ae ee come ordir 
large cobpabarion tn Sdeaiulet- of the partnership. Accordingly, in 1951 into being only after the completion o! ae 
ing tax systems — with com- one customer’s balance was charged to _ the fifth year, the Commissioner assessec 
plete examples of pivotal prob- taxpayer's capital account. In 1952, tax- interest for each of the years involved Defir 
lems. Part II provides a syste- payer personally made advances to this Finding no exception to the interest Th 
matic study of income tax de- customer. The Tax Court denied any provisions for deficiencies arising under eatin 
cisions and applications of the deduction for 1951 or 1952 on the _ this section, the court upholds the aA cities 
law — including the tax conse- ground that taxpayer did not prove the ment. The taxpayer cited a law review 8: : 
ne tain involved i. oerning. worthlessness of the account. In the Tax article which doubted “that it wouk ae 
buying, or selling Peet. The Court proceedings the taxpayer called ever seriously be urged” that interes Need 
authors are expert in the field ape on : : Paes spe ma : incor 
— thee es aie as a witness a Revenue Agent who had was due in this situation. The judg corpe 
based on persadal experiences examined other returns and allowed de- characterizes the author of the articl atin 
and cecent cent dacalons which ductions claimed for worthless debts of as a good scribe but a bad prophet defin 
have deterniined the status of this particular customer. The Tax Court Daniel, DC Ala., 1/8/60. ae 
the inventor-taxpayer. $7.50 did not require the Agent to testify on dedu 
the ground that a witness may not be *Witness for taxpayer not entitled t4 ,. - 
FREE EXAMINATION required to give opinion testimony. This have peo ih ae as counsel. In rr ia 
COUPON court remands. A witness must answer sponse to a summons from a Specia soe 
SS SE SS “ver > > 2Ct] ¢ i - > nyewnavteres < P ? Dare 
| D. VAN NOSTRAND COMPANY, INC. sere! Pe ee ot 5 peek X a os a 
Rita -- Princeton vEPT: ST-4 j cused from testifying simp y because he as a witness represented by taxpayer hai ail 
| Send me for 10 days FREE EXAMINATION | 1S a Revenue Agent. Shippen, CA-5, attorney, who accompanied him. Th Ta 
| copies of ACCOUNTING AND TAX | 1/20/60. court holds that the witness has a righ} . 
i $7.50. Withi "ie days ‘ik cael pas ms to be accompanied by counsel, but no ee 
| rigdidegen’ yo Mbyrctacegt ooag- vd eee . ; I ie . | numl 
j book(s) and owe nothing. U. S. Supreme Court says wawwer Form necessarily by taxpayer's counsel. Thi The 
| Name | 870, executed prior to deficiency notice, was a subterfuge to give taxpayelf ine 
| Address ee | is valid; CA-9 reversed [Old Law]. Tax- counsel access to the testimony. Backeh - 
| a ae Bont LT ig d os ti | payer executed a Treasury Form 870 DC Ga., 9/9/59. ger 
| cry cost. Same return guarantee. bond 
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DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH P. STAPCHINSKAS 





Momentum grows for basing state income 


tax on federal return; New York adopts 


a ee BY New York STATE voters 
in November, 1959, of a constitu- 
tional amendment permitting the pas- 
sage of legislation basing the New York 
State income tax on the federal defini- 
tion of taxable income has led to the 
introduction of a bill to put the change 
into motion. With this change some 
one third of the states have adopted 
the federal base or are considering such 
action. Savings to both taxpayers and 
the states are expected; greater ease in 
preparation of returns and auditing is 
almost certain to follow. 

The enabling New York legislation is 
so-called Wise-Calli Bill. The 
posed statute would simplify the tax- 


the pro- 
payer’s job of filling out tax returns 
and would aid the Department of Tax- 
ation and Finance in administering the 
State’s most important tax. The pro- 
the 
ordinary income tax rates or exemp- 


posed statute would not change 


uions. 


Definition of income 

rhe basic provision of the proposed 
that a individual’s 
adjusted gross income for federal in- 


statute is resident 
come tax purposes shall also be his ad- 
justed gross income for New York State 
income tax purposes. Thus there is in- 
corporated by this reference all of the 
rules of the Internal Revenue Code that 
define an individual’s adjusted gross in- 
come, i.e., “gross income” less business 
deductions, etc. This means that an in- 
dividual preparing his New York return 
can start with a figure from his federal 
return instead of having to recompute 
each class of income under a second 
set of tax rules, as presently required. 
To adopt the federal “adjusted gross 
State 
number of modifications are provided. 
The 
the present New York tax rules as to 
interest income from federal and state 
bonds. Thus, one modification exempts 


income” for purposes, a small 


two main modifications continue 


federal government bond interest, which 
is includible in federal income. Another 
modification taxes interest from bonds 
of states and municipalities outside New 
York, which is excludible from federal 
income. No special modification is re- 
quired to exempt interest on New York 
bonds since such interest is exempt for 
federal income tax purposes and thus 
does not enter into the federal adjusted 
gross income figure. 

Since any net capital gains are in- 
cluded in federal adjusted gross income, 
no separate New York capital gains tax 
need be imposed. The federal 50% de- 
duction for net long-term capital gains 
is likewise reflected automatically in 
federal adjusted gross income. 


Definition of deductions 

After determining his New York ad- 
justed gross income, an individual will 
then subtract either his New York stand- 
ard deduction or his New York itemized 
deduction. 

If an individual elects to deduct the 
standard deduction in computing his 
federal taxable income, he will also take 
the New York standard deduction. The 
New York standard deduction would be 
$1,000 or 10% of an individual’s New 
York adjusted gross income, whichever 
is less. This liberalizes the present New 
York rule by permitting an individual 
proprietor or partner in a business to 
take 
puting adjusted gross income and in 


his business deductions in com- 
addition to take the standard deduction 
in computing his taxable income. 

itemized his 
then he also 
do so for New York purposes, or he 


If an individual has 


federal deductions, can 
can take the New York standard deduc- 
tion instead. 

In most cases, if an individual elects 
to itemize his deductions for New York 
purposes, he will 

1. take the total of his federal item- 
ized deductions from federal return. 
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2. subtract from that total any federal 
deduction allowed for state and other 
income taxes, and 

3. add the amount of any life insur- 
ance premiums he paid in the year, up 
to $150. The resulting figure will be his 
New York itemized deduction. He will 
then subtract the total of his New York 
deduction and his New York personal 
exemptions (now $600 each) from his 
New York adjusted gross income to ar- 
rive at his New York taxable income. 
He will then compute his New York tax, 
using the existing rates. 

Thus, even if an individual-has hun- 
dreds of items of income and deduction, 
there will rarely be more than a few 
items to enter on his New York return. 


Husband and wife 


If a joint federal return is filed by a 
husband and wife and each has separate 
income, they generally compute their 
New York income taxes separately un- 
der present law so as to take advantage 
of the lower New York rate brackets on 
the first $15,000 of taxable income. The 
proposed statute continues their right 
to do so. But each must then show how 
the separate New York adjusted gross 
incomes reconcile with their joint feder- 
al adjusted gross income. This is to be 
done on a single form so as to aid the 
State’s comparison of the joint figures 
reported to the federal government with 
the separate the 
State. 


Many couples will prefer to file a 


figures reported to 


joint New York return as if they were 
one taxpayer, particularly where the 
wife has no income in excess of her per- 
sonal exemption. 

While items of income can be readily 
identified as belonging to either hus- 
band or wife, this is not true of deduc- 
tions. There is a great deal of unreality 
in expecting a husband and wife to 
say which of them is entitled to particu- 
lar deductions, especially where they 
use a joint checking account. There: 
fore the proposed statute provides a new 
rule that a husband and wife who have 
filed a joint federal return may divide 
their itemized deductions between them 
in any way they may elect. This is also 
the rule for dividing the standard de- 
duction under both the existing law and 
the proposed statute. 


Income from partnerships 


A partnership as such is not subject. 
to tax. Each partner is, however, subject 
to tax on his distributive share of the. 
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partnership’s net profit. Since this share 
is included in his federal adjusted gross 
income, it is automatically included in 
his New York adjusted gross income. 

If a partnership receives interest on 
federal obligations, the partner’s federal 
adjusted gross income is to be modified 
by subtracting his share of such interest. 
Conversely, if a partnership receives in- 
terest on obligations of states other than 
New York, the partner’s federal income 
is to be modified by adding his share 
of such interest. These and any other 
modifications are to be the 
New York return of the individual part- 


made on 


ner but are to be computed on a New 
York information return to be filed on 
behalf of the partnership. 


Income from estates and trusts 


A resident beneficiary of an estate 
or trust is subject to tax on his share 
of its income currently distributed or 
distributable to him. The balance of 
the income is taxable to a resident es- 
tate or trust as a separate taxpaying 
entity. Each estate or trust has a New 
York exemption of $600. 

Since each beneficiary’s share is in- 
cluded in his federal adjusted gross in- 
come, it is automatically included in 
New 
Similarly, 


his York adjusted gross income. 
the balance of such income is 
included in the federal taxable income 
of the estate or trust and also in its New 
York taxable income. 

If the income of an estate or trust in- 
cludes items such as interest on obliga- 
states other than New York, 
the federal income 
figures may have to be made both by 


the beneficiaries and by the estate or 


tions of 
modifications of 


trust. For example, if interest on State 
of California bonds is received by a 
trust, the interest would be added to the 
federal adjusted gross income of the 
and the 
federal taxable income of the trust in 


beneficiaries any balance to 
accordance with rules stated in the pro- 
posed statute. 


New kind of optional tax tables 


The proposed statute would permit 
the adoption of a tax table from which 
many resident individuals could find the 
amounts of their New York taxes simply 
by using the amount of their federal 
taxes, rather than New York adjusted 
gross incomes. A taxpayer then would 
not have to compute either his New 
York taxable income or his New York 
adjusted gross income, but would simply 
use his federal tax as the key to finding 
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his New York tax in the table. This 
new type of tax table is made possible 
by bringing the New York definition of 
income into line with the federal defi- 
nition, except for modifications affect- 
ing relatively few taxpayers. 


Income of nonresidents 


In the case of a nonresident indi- 
vidual, New York adjusted gross income 
is based on the portion of the federal 
adjusted gross income which is derived 
from New York sources. 

As under existing law, income would 
be considered to be derived from New 
York sources only to the extent that it 
is attributable to (1) the ownership of 
any interest in real or tangible personal 
property in this State, or (2) a business, 
trade, profession or occupation carried 
on in this State. The proposed statute 
contemplates that the State Tax Com- 
mission will promulgate regulations, 
generally similar to those now in effect, 
for the apportionment and allocation of 
income derived partly from New York 
sources and partly from other sources. 

The proposed statute retains the pat- 
tern of existing New York rules for de- 
termining the deductions and exemp- 
tions of a nonresident, pending possible 
changes in these rules. 

In arriving at his New York adjusted 
gross income and his New York item- 
ized deductions, a nonresident may be 
required to make some modifications in 
his federal figures similar to the modifi- 
cations required of a resident receiving 
interest on federal obligations, etc. How- 
ever, such modifications are to be made 
only to the extent that they relate to 
income derived from New York sources 
or to deductions connected with such in- 
come. 

If a nonresident is a member of a 
partnership with income from New York 
sources, he is required to report a por- 
tion of his distributive share of items 
of partnership income, gain, loss or 
deduction for federal income tax pur- 
poses, together with possible modifica- 
tions for federal bond interest, etc. 

If a nonresident is a beneficiary of 
an estate or trust with income from 
New York sources, he is taxable on his 
share of a portion of the distributable 
net income of the estate or trust, deter- 
mined with suitable modifications for 
any federal bond interest, etc. The bal- 
ance of the distributable net income 
derived from New York sources is re- 
portable by a nonresident estate or 
trust as a separate taxpaying entity. 


Procedural provisions 

The proposed statute, with few 
changes from existing law, prescribes 
rules governing. returns, payment of 
tax, declarations of estimated tax, with- 
holding of tax from wages, and the re- 
quirement of reporting changes made in 
a taxpayer's federal taxable income. 

A resident individual is required to 
file a New York return if he is required 
to file a federal return or if he has New 
York adjusted gross income in excess 
of his New York personal exemptions. 

Further procedural provisions gov- 
erning the handling of deficiencies and 
overpayments, appeals, statute of limita- 
tions, penalties, interest, etc., are con- 
tinued unchanged from existing New 
York tax law by incorporating these 
rules into the new statute by reference. 


Other recommendations 


The Commerce and Industry Associa- 
tion of New York has approved the 
Bill, but urged four changes: 

1. That unincorporated business tax 
be deductible. 

2. That income taxes of foreign coun- 
tries be deductible. 

3. That an exception be made to 
federal law provisions on income from 
outside the United States. 

4. That the Tax Commission be 
granted authority to make adjustments 
in cases of hardship arising out of the 
transition from existing law. 

The Wise-Calli Bill was pending as 
we go to press; its passage is expected 
momentarily. 


New decisions 





U. S. securities in measure invalidate 
property tax. By statute, Nebraska law 
excludes property taxed in the state in 
valuing the shares of building and loan 
associations. Taxpayers, owners of B & L 
shares, alleged that because of the exclu- 
sion of state-taxed property, the inclu- 
sion of United States securities in valu- 
ing their shares in building and loan as- 
sociations was discrimination against ob- 
ligations of the United States. The court 
overruled defendants’ demurrer on the 
ground that a cause of action had been 
stated since the tax was measured, at 
least in part, by the value of United 
States securities. Anderson, Sp. Ct. Neb., 
12/4/59. 


Graduated oil severance tax is upheld. 
Taxpayer, in Colorado, extracted and 
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processed crude oil and delivered it 
from its storage tanks into its buyer's 
pipe lines. Taxpayer contested its liabil- 
ity for the Colorado severance tax im- 
posed at progressive rates upon the 
gross income from the sale of the oil, 
less credits for certain other tax pay- 
ments. The court held that, as an excise 
tax upon gross receipts from the in- 
state extraction of oil, the imposition 
was not subject to state constitutional 
limitations upon property taxes and was 
not levied on interstate commerce. The 
graduated scale of tax rates, the court 
concluded, did not offend the due 
process or equal protection clauses of 
the Federal Constitution. California 
Company, Sp. Ct. Colo., 12/21/59. 


Artificial limbs are subject to sales tax. 
The making and individual fitting of 
an artificial limb and the training in its 
use were claimed by the taxpayer to 


| constitute a service, not a taxable trans- 
| fer of tangible personal property. The 
) taxpayer showed that the materials used 





represented approximately one-third of 
the cost of the limb. The court upholds 
the tax assessment, noting that, in gen- 
eral, raw materials have little value so 
that an allocation of costs between ma- 


terials and labor is not conclusive of 
the issue. McKendrick, Sp. Ct. Utah, 
11/30/59. 


Value, not cost, of product determines 
division’s separate income. A Missouri 
newspaper publisher acquired a paper 
mill in Wisconsin which it operated as 
a division, not a subsidiary, of the corpo- 
ration. This Flambeau division was best 
equipped to make high grade paper 
rather than newsprint. It sold the former 
at a profit but “sold” the latter to the 
publisher at the prevailing newsprint 
prices which were less than production 
cost. Taxpayer filed its Wisconsin in- 
come tax on a separate accounting basis, 
assigning to its intra-company transfers 
f newsprint these low market prices. 
rhe state computed the taxable income 
f the division by computing newsprint 
sales to other divisions of production 
that market 
should be used for intra-company trans- 


cost. Ruling fair value 
actions, the court voids the assessments 
of additional income and privilege divi- 
The court notes that the 
transfer prices reported were those under 
which 98%, of all newsprint was sold 


dend taxes. 


ind that Flambeau had produced news- 
print (rather than confining itself to 
profitable high-grade paper) only be- 


cause of the publisher’s inability to 
satisfy its requirements through other 
sources. Kansas City Star Co., Sp. Ct. 
Wisc., 12/1/59. 


Owner of leased RR cars is taxable in 
states they crossed. Taxpayer, not admit- 
ted to do business in Oklahoma, had no 
office or other place of business, em- 
ployees, or agents in the state. Its sole 
property in Oklahoma was transient re- 
frigerator cars hauled through the state 
by railroad companies to which the cars 
had been leased, for a rental based upon 
mileage traveled, under agreements 
which, for purposes of the decision, were 
assumed to have been entered into out- 
side of Oklahoma. The Tax Commission 
assessed an income tax against the tax- 
payer upon the theory that it had de- 
rived income from property having a 
situs in Oklahoma. The court agreed, 
following the Arkansas precedent (Pacific 
Fruit Express Co., 227 Ark. 8) but 
ignoring the contrary Kentucky deci- 
sion (American Refrigerator Transit Co., 
294S.W. 2d 554) based upon a statute 
slightly dissimilar in terms. American 
Refrigerator Transit Co., Sp. Ct. Okla., 
12/22/59. 


Cash discounts are income of state of 
sale not of purchase. Taxpayer, a domes- 
tic corporation with principal office and 
place of business in Oklahoma, owned 
and operated retail stores within and 
without the state. Taxpayer treated cash 
discounts as reductions in the costs of 
the and 


took 


particular goods purchased, 


them into income as earned by 
the store where the goods were sold in 
the year of sale. The Tax Commission 
contended that the cash discounts were 
immediate income allocable solely to 
Oklahoma in the 


payer paid for the goods. The court 


year in which tax- 
rules that under generally accepted ac- 
counting practice, cash discounts are ad- 
justed to the cost of merchandise, not 
immediate income, and holds they are 
not allocable solely to Oklahoma. C. R. 


Anthony Co., Sp. Ct. Okla., 12/22/59. 


Use of income-tax formula for franchise 
tax upheld; result was fair. For its fran- 
chise tax, Mississippi determines the tax 
base of a multi-state corporation, i.e., 
capital employed within the state, by 
an apportionment formula comprised of 
two factors: tangible property and gross 
receipts from business. The 1956 legisla- 
ture provided that corporations which 
use a formula for apportionment for 
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income tax purposes must, for franchise 
tax, determine the numerator of the 
gross receipts fraction (gross receipts 
from Mississippi business) by applying 
the income tax ratio to tetal unitary re- 
ceipts and adding to it non-unitary 
Mississippi receipts. The income tax 
formula used three factors: gross re- 
ceipts, tangible property, and payrolls. 
This change in Mississippi law resulted 
in an increase of more than 800% in 
the numerator of the taxpayer’s gross 
receipts fraction of the franchise tax 
apportionment formula over the like 
factor calculated according to the 
method previously employed. Taxpayer, 
a foreign interstate pipeline corpora- 
tion, sought refund of the franchise taxes 
paid for the years 1956 and 1957, on the 
ground that the combined apportion- 
ment formulas operated to tax extra- 
territorial in violation of the 
interstate commerce and due process 
clauses of the Federal Constitution. The 
court upholds the apportionment on the 
ground that the tax was imposed on 
capital within the state and the formula 
effected a fair apportionment of tax- 
payer’s capital. The court noted that 
the apportionment assigned to Missis- 
sippi less capital than taxpayer’s equity 
capital invested in the state. Tennessee 
Gas Transmission Co., Sp. Ct. Miss., 
12/14/59. 


values 


Maine use tax exempts tangible person- 
al property “consumed or destroyed or 
[which] loses its identity” in manufac- 
turing. The regulations limited this ex- 
emption to property having “a normal 
life expectancy of less than one year.” 
Contesting the validity of this regula- 
tion, taxpayer claimed the exemption for 
mercury, only a minor portion of which 
was lost within a year in the manufac- 
turing process. The court upholds the 
contention of the taxpayer, denying 
effect to the regulation, as one unlaw- 
fully enlarging the legislative conditions 
for exemption. Oxford Paper Co., Sp. 
Jud. Ct., Me., 10/30/59. 


Sales to AF contractor exempt from 
Arizona sales tax. Graybar Electric in 
the course of building a laboratory for 
the Air 
title to which passed to the Government 


Force purchased generators, 
upon delivery by the seller. The court 
concludes that taxpayer was either an 
agent of the Air Force or purchased the 
in either event 
the sale is exempt. Graybar Electric, Sp. 
Ct., N. C., 9/25/59. 


generators for resale, 
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Foreign income, deflected to the 


Bahamas, accumulates taxfree 


by LEON O. STOCK 


The Bahamas are becoming popular with American firms seeking to accumulate 


tax-deferred foreign income for further foreign investment. Mr. Stock shows how 


American businesses 


benefit from such an arrangement. 
in 


i besser 

the B imposes no income 
tax and is therefore becoming a hub of 
foreign for tax-conscious 
United States corporations. As we all 
know, an American company is required 
all its 
domestic as well as foreign. 


A BritisH Crown colony 
ahamas, 


operations 


to pay Federal income tax on 
earnings, 
Conversely, a foreign corporation which 
derives income from foreign sources is 
not required to pay the United States 
tax on such earnings. This rule applies 
even if all the stock of the foreign com- 
S. residents, or a 


domestic corporation. It follows that if 


pany is owned by U. 
an American company making sales out- 
the United States 
foreign selling activity in a foreign com- 


side can lodge its 


pany, income from those sales would not 
be subject to United States tax until 
it is repatriated. 


The Bahamian trading company 

With 
let’s explore the various types of opera- 
the 
Bahamas. First, let’s look at the trading 


these fundamentals in mind, 


tions which have developed in 


so-called off-shore sales 
This kind of 
foreign 


company, the 


corporation. corporation 


sells in markets commodities 
either 
the 


the 


which are manufactured by a 
United 
United 


An American corpora- 


sister corporation outside 
the 


States. Example: 


States or by parent in 


tion’s wholly owned subsidiary in 


Sweden manufactures goods sold 
throughout the world. Products destined 
for the (that is, outside 
the United States) could be purchased 
the the 


Swedish company at a price that pro- 


foreign market 


by Bahamian subsidiary from 


with any of several different kinds of foreign income can 


vides a fair manufacturing profit and 
then resold in the foreign market at a 
fair selling profit to the Bahamian sub- 
sidiary. 

Functionally, this division of the profit 
relates the profit to the activities which 
give to it. The earnings derived 
from the manufacturing activity are 
properly subject: to: Sweden's - tax laws. 
But the selling profit earned outside of 
Sweden is properly free of Swedish tax. 
Precautionary steps are taken to assure 
freedom taxation in 
which the goods are ultimately destined. 
Since income tax the 
Bahamas, the profits earned by the sales 
company in Nassau are, at this point, 
(How these tax savings can be 
fully exploited, in view of the repatria- 
tion factor, will be discussed later.) 

A second type of trading operation is 


rise 


from nations to 


there is no in 


taxfree. 


utilized by American manufacturers who 
sell both domestically and abroad. Here, 
again, a Bahamian sales subsidiary or 
other affiliated company can buy goods 
the American manufacturers at a 
fair 


from 


price yielding a profit. The 
Bahamian firm, which employs a bona 
fide sales force, then solicits business and 
sells the American produced goods out- 
side the United States. The selling profit 
is exempt from American tax liability, 
since it is earned by a foreign corpora- 
tion from foreign sources, and is un- 
Bahamas. Its status is, at 
tax-deferred. 


taxed in the 


this point, 


The Bahamian buying company 


An outgrowth of the trading company 
is the Bahamian buying subsidiary, a 
wholly logical development in the inter- 


national tax picture. Example: A big 
American retail food chain presently 
imports through U. S. brokers many 
items such as sugar, coffee beans and 
cocoa. The prices it pays obviously re- 
flect brokerage commissions. It would 
be highly advantageous from a tax-say- 
ing point of view for the chain to 
eliminate the middle-man by establish- 
ing a bona fide, adequately staffed, 
buying subsidiary in the Bahamas, 
which would buy directly from the for- 
eign sources and sell to the parent 
American company. 

The buying subsidiary might, for ex- 
ample, purchase the chain’s sugar re- 
quirements directly from a Cuban re- 
finery and sell it to its parent company 
for the same price previously charged 
by the independent middle-man. The 
parent company pays no more for its 
sugar than it formerly did, but the com- 
mission is now earned by its Bahamian 
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buying subsidiary. Since the subsidiary | 
sales take place outside the United | 


States, its earnings are not subject to 


would 

Germa 
tax OF 
50%. | 


American taxation until distributed to|pe dis 


the parent company. 


Accumulated Bahamian profits 


value i 


fin a 


y 


might 


I have referred to the tax-deferred | \ meric 
status of Bahamian-accrued profits and operati 
to their taxability when repatriated.) can re 
Several questions suggest themselves. \ rectly ; 


What purpose is served by piling up 
profits on which the tax has been merely 
deferred? If the earnings are to be 
repatriated and then taxed, what ad- 
vantages have been gained in establish- 
ing Bahamian companies? What does 
the Bahamian company ultimately do 
with these profits? 

One answer is that the American 
corporation’s interests need not best be 
served by repatriating all its earnings. 
In 
company, 


many cases, of course, the parent 
distribute divi- 
dends to its stockholders or to expand 
its operation, requires that 
the subsidiary’s profits be distributed. 
These become subject to full corporate 
taxation. But the share the parent needs 
may be no more than 25% to 30% of 
the entire Bahamian earnings. The re- 
mainder may be retained by the sub- 
sidiary and used to build factories or 
otherwise expand 
phase of the parent company’s foreign 


anxious to 


some of 


or improve some 
operations. 

The answer to the questions raised 
then, is that profits devoted 
abroad to bricks and mortar, equipment 


and machinery may never be returned 


above, 
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) 
‘to the United States or subjected to 
} American taxation. 

fo the extent that the profits are 
thus used, the Bahamian subsidiary 
functions as a private banker within the 
corporate enterprise to finance foreign 
operations. 


Base holding company 

The Bahamian base holding company 
is basically a Bahamian company which 
holds all the stock of an operating sub- 
\sidiary located in some foreign country. 

To be useful, this type of operation 
Imust be predicated on a subsidiary lo- 
cated in a country which imposes little 
x no tax on its earnings. If the sub- 
sidiary pays a substantial foreign tax, 
the potential savings would be dissi- 
pated before the Bahamian company 
jcame into the picture. 

\ base holding company, for example, 
would serve very little purpose with a 
German subsidiary. The total German 
tax on its profit would approximate 
}50%. If that much of its earnings will 
be dissipated initially, there is little 
value in reposing the subsidiary’s stock 
in a Bahamian company. The stock 
might just as well be held by the parent 
\merican company which — through 
peration of the foreign tax credit — 
an repatriate the German profit di- 
yrectly at very little American tax cost. 
| On the other hand, a Bahamian com- 
pany could very profitably hold all the 
stock of an operating subsidiary in 
Venezuela, where the tax is 14% and 
here is no withholding tax on divi- 
dends. If the Venezuelan stock were 
held directly by the parent American 
mpany, the subsidary’s income would 


taxed 14% in Venezuela, and the 
emaining 86%—when paid up as divi- 
ends to the parent company—would 
subject to our 52% tax less credit for 
he 14% 
But consider the tax-saving potential 


foreign levy. 


the American company put all the 





Leon O. Stock is a New York Principal 
jin the accounting firm of Peat, Marwick, 
litchell & Co. This article is adapted 
talk he 
sium conducted in Washington, D. C. 
The Tax Institute on The Impact of 


Taxation on Management Responsibil- 


om a gave at a recent sym- 


Investments and Oberations 
All of the papers the 
mposium will be published, together 


for 
{broad. from 
th the discussion at the meeting, by 
e Tax Institute, Princeton, New Jer- 





stock in a Bahamian holding company. 
Then, after the Venezuelan company 
paid its 14% foreign levy, the remain- 
ing 86 cents of the dollar would flow 
untaxed into the Bahamian company. 
This real tax economy points the way 
to utilization of the base holding com- 
pany as a private banker for intercor- 
porate operations and the financing of 
foreign activities. 


Holding investments 


Another interesting type of Bahamian 
base holding company which has de- 
veloped recently is important to many 
nonresidert aliens. It permits them to 
invest in American securities and mini- 
mize United States taxation. For ex- 
ample, a nonresident alien not engaged 
in trade or business in the United States 
organizes a corporation in Curacao 
(just off the coast of Venezuela) which 
is now included in the tax treaty be- 
tween the U.S. and the Netherlands. 
Dividends flowing from the U.S. to the 
Curacao corporation are subject to a 
15%, withholding tax at the source in 
this country. Interest on U.S. bonds and 
other forms of debt are free of tax en- 
tirely. In Curacao, the investment in- 
come is taxed only 2.4%. 

Unfortunately, the tax treaty does not 
exempt the from 
classification as a personal holding com- 
pany. To avoid the United States sur- 
tax, the Curacao company is required 
to distribute its income each 


Curacao company 


year as 
dividends. 

If the individual does not want t» re- 
ceive the income directly, he may place 
the Curacao stock in a base holding 
company in the Bahamas. Personal hold- 
ing company surtax will be avoided by 
dividend payments by the Curacao to 
the Bahamian company. Under existing 
tax convention the Bahamian corpora- 
tion will not be considered a personal 
holding company. 

By such procedures Europeans and 
Latin Americans may invest in the 
U.S. and limit their liability without he- 
coming involved in tax irregularities 
through personal holding companies in 
Panama. 


Investment funds 


An additional development is estab- 
lishment of International 
investment in 


Funds in 
stocks all 
over the world. From these have grown 


Curacao for 
management companies—a counterpart 
to the base holding company. For, ob- 
viously, investment trusts in Curacao 
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must This function is 
handled by the Bahamian management 
company, which charges the investment 
trust a reasonable, untaxed fee which 
will be exempt from the American tax 
until repatriated by residents of the 
US. 

If the investment trust in Curacao, 
which is subject only to the 2.4% and 
15% taxes mentioned previously, were 


be managed. 


to make a short-term capital gain in the 
American market, it would 
presumably be free of the U.S. capital 
gains tax—short-term or long-term—since 


securities 


the company is not engaged in business 
in the United States. 


International banking facilities 

Inevitably, with American, Canadian, 
and British companies establishing them- 
selves in the Bahamas, various services 
have developed to meet their needs. 
Banking is a typical example. 

In 1948, the Royal Bank of Canada 
was the only international institution in 
the Bahamas. Since then, it has been 
joined by Bank of the 
Canadian Bank of Commerce, the Bank 
of London and Montreal, and Barclay’s 
Bank. Several ago, National 
City opened a branch in the Bahamas, 


Nova Scotia, 


months 


and within the next month or two one 
of our big banks engaged primarily 
in management of trust funds and in- 
may also 


vestment advisc ry services, 


open for business. 


Stockbrokerage 


And they are only the beginning. In 
turn, they encourage establishment of 
additional and related services. For ex- 
ample, stockbrokers will find it useful 
from a tax point of view to be active 
Take the 
domestic brokerage firm on Wall Street, 
New York Stock Ex- 
change, which wants to obtain business 
the 
member 


in the Bahamas. case of a 


members of the 


in Switzerland to be executed 
New York this 
firm opened an office in Switzerland, 


on 
Exchange. If 


its income would be subject to U. S. 
tax, since the foreign office would be an 
unincorporated branch of the domestic 
partnership. The brokerage firm would 
be better advised to open or incor- 
porate a Nassau company which could, 
in turn, open a branch or subsidiary in 
this 


subsidiary, the Nassau company could 


Switzerland. Through branch or 
solicit purchase and sell orders from 
Europe and 
business 
to the affiliated partnership in New 


nonresidents 
Switzerland, 


throughout 
and transmit the 





ys a 
York for execution. Under one of the 
Stock Exchange rules governing division 
of commissions, the Nassau company 
would retain 60% for obtaining the 
business, and the domestic partnership 
40% for executing it. The 60%, arising 
out of foreign activities by a foreign 
company, is free of the U.S. tax, al- 
though a reduced Swiss tax would be 
paid. The 40%, resulting from the activ- 
ity of a domestic firm in New York, is 
naturally subject to the income levy. 


Other investments 


Another recent development—the phe- 
nomenal increase in tourism—provides 
a tremendous opportunity for invest- 
ment entirely local to the Bahamas. ‘The 
tourist trend to the Caribbean is grow- 
ing and, significantly, Nassau is the 
closest point to the U.S. shore. 

More tourists—and more U.S., British, 
and Canadian executives establishing 
their 
already created the beginnings of a 
building and real estate boom in Nas- 


themselves and businesses—have 


sau. The influx demands that more office 
buildings and apartments be built. To 
do this, far-seeing Americans are al- 
ready moving in and taking options on 
land which will, when ultimately devel- 
oped, yield substantial rental income. 
This income will be re- 
tained by Bahamian corporations and 


tax-deferred 


then reinvested in further development, 
not only in the Bahamas, but the entire 
Caribbean area. 

The possibilities are endless for pyra- 
tax-deferred profits with the 
Bahamas as a base of operations. w 


miding 


Tax incentives for industry 
in Mexico 


THe Harvarp Law School's Interna- 
tional Program in Taxation has brought 
forth another work warranting the at- 
of 
This one—‘“Tax Incentives for Industry 
by Stanford G. Ross and 
John B. Christensen—is a report of a 
study carried out in Mexico during the 


summer of 1958. The study is of value, 


tention foreign-oriented tax men. 


in Mexico,” 


not only for foreign officials and others 
concerned with incentive programs gen- 
erally, but may also be a useful refer- 
ence for those contemplating invest- 


ment in Mexico. 


One conclusion repeats what has been 
said earlier (but not without consider- 
able dissent): that tax considerations are 
probably infrequently of any significant 
consequence in a business decision as to 
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whether or not an investment should 
be made in an underdeveloped country. 
Furthermore, it adds the caveat that 
there is yet no evidence that a tax in- 
centive program is a sound policy for 
an underdeveloped country. 

Mexico was selected for this case 
study in part because of the importance 
that country has placed, for 20 years, 
in developing private industry. The 
study begins with a brief review of the 
industrial development of Mexico fol- 
lowed by a description of governmental 
policies other than tax exemption; the 
general climate for private investment, 
the general monetary and fiscal policies; 
and government policy in the areas of 
import restrictions, credit and subsidies. 

The history of the tax exemption 
legislation begins with an early experi- 
ment during the period 1926 to 1934. 
Practitioners will be most interested in 
the explanation of the present legisla- 
tion pattern. The work concludes with 
an evaluation and an appraisal of the 
economic effects of the tax exemption 
program. w 


California CPAs prepare 
bibliography on foreign taxes 


A LISTING of current writings and source 
materials on taxation of business abroad 
has been prepared by the Tax Commit- 
tee of the Los Angeles Chapter of the 
California Society of CPAs. This 16-page 
memorandum includes books, articles, 
pamphlets, services, and government 
publications on the subject. The classi- 
fication is by country. A limited number 
of copies of this bibliography are avail- 
able (we understand without charge un- 
less the demand is so great that re- 
printing is necessary, in which case a 
small charge may be made). * 


Foreign-service pension 
bill goes to Senate 


THE SENATE FINANCE COMMITTEE has 
approved HR 135, already passed by the 
House. This bill exempts from income 
the pensions received by nonresident 
aliens for services performed by them 
outside the U.S. as employees of the U.S. 


_ New decisions 





Sales commissions are earned where ser- 
vices are rendered. Taxpayer, a foreign 
corporation, purchases machinery in the 
U. S. and sells it abroad. Sometimes, for 


various reasons, the foreign customer 
buys directly from the U. S. manufac. 
turer, and taxpayer ordinarily receives 
a commission from the manufacturer on 
these sales. Following Timken 12th TC 
880, the IRS rules that the place where 
the services were rendered, not the place 
of the sale which gave rise to the com. 
mission, controls. Taxpayer’s commis- 
sions are income from sources outside 
the U. S. Rev. Rul. 60-55. 


Earnings from Red Cross may qualify 
for foreign income exclusion. The Amer. 
ican National Red Cross is not a United 
States agency. Amounts received from 
such organization by a United States 
citizen for services performed abroad 
may, therefore, qualify for exclusion 
under the 18-consecutive-month foreign 
presence rule, which allows an individual 
of the United States, who, during any 
period of 18 consecutive months, is 
present in a foreign country or countries 
during at least 510 full days in such 
period, to be nontaxable on earned in- 
come attributable to such period re-| 
ceived from sources without the United 
States, except for amounts paid by the 
U. S. or its agencies. Rev. Rul. 60-36. 








Refund may be made of tax withheld) 
at source from wages paid nonresident) 
alien. Tax withheld from wages paid to} 
a nonresident alien employee which has 
not yet been paid to the Service may be 
refunded by the employer to the em- 
ployee where the employee has filed a 
Form 1040C (United States Departing 
Alien Income Tax Return) or Form 
1040B (United States Non-resident Alien 
Income Tax Return) and has paid the 
tax due thereon without claiming credit 
for the withheld. However, if the non- 
resident alien is only temporarily de- 
parting from the U. S. and may return 
within the taxable year for which the 
Form 1040C is filed, the refund may not 
be made. (Rev. Rul. 54-584 modified). 
Rev. Rul. 60-38. 


Bona fide foreign resident may exclude 
income from fishing in foreign waters. 
Taxpayer was an engineer of a fishing 
vessel. While residing in Peru for the 
entire year 1954 he received $18,000 as 
his share of the fish tonnage caught by 
his vessel in waters within 200 miles of 
the coastline of Peru. The court finds 
taxpayer was a bona fide resident ol 
Peru and was therefore entitled to ex- 
clude the receipts as foreign earned in- 
come. Lewis, TCM 1959-219. 
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Shop tall 


.. « being the informal exchange of ideas, problems, questions and com- 
ments arising in everyday tax practice. Readers are invited to send 
questions and comments to the editors. 


EDITED BY THEODORE BERGER & BURTON W. KANTER 
Editors’ address: 209 South LaSalle Street, Chicago 4 








Does gift to trust qualify 
if used to buy insurance? 


\ GIFT To A TRUusT for the benefit of a 
minor meeting the conditions of Sec- 
tion 2503(c) qualifies for the $3,000 an- 
nual gift tax exclusion. The primary 
condition is that the trust property and 
the income from the property “may be 
expended by, or for the benefit of,” 
the trust beneficiary until the beneficiary 
reaches 2]. 

\ question has been raised as to 
whether cash gifts’ to these so-called 
Section 2503(c) trusts would qualify for 
the annual exclusion if used to pur- 
chase life insurance, either on the life 
of the beneficiary or a parent of the 
beneficiary, since a portion of the gift 
would thereby be expended in the cost 
of pure insurance protection and only 
the cash surrender value of the policy 
would be available through borrowing 
for other expenditures for the “benefit” 
of the beneficiary. 

Your editors understand that the In- 
ternal Revenue Service during the past 
year has issued several private letter 
rulings covering both the situation of 
purchase of insurance on the life of the 
beneficiary and the situation of pur- 
of insurance the life of a 


chase on 


| parent of the beneficiary, in each in- 


exclude} 
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stance recognizing the transfers as quali- 
fying for the annual gift tax exclusion. 
[he Service also ruled that any addi- 
tional cash gifts used to pay future 
premiums would also qualify for the 
nnual gift tax exclusion. 

We have just learned, however, that 
the Service is no longer issuing such 
rulings and is presently reconsidering 
its position, so caution is advisable if 
ou contemplate establishing or using 

2503(c) trust to purchase insurance. 
One possibility though is that the Serv- 
ce will ultimately approve purchase of 
insurance on the life of a parent of 
the beneficiary on the ground that the 


funds are actually expended thereby for 
the benefit of the beneficiary who is 
protected by the insurance against the 
loss of a parent, but will disapprove 
the purchase of insurance on the life 
of the beneficiary since there is no bene- 
fit in such purchase to the beneficiary 
but only to the successors in interest to 
the beneficiary or the beneficiary’s heirs. 


Tax-free exchange of real 
estate or partnership interest? 


Mr. W. J. K. of Dallas, an attorney, 
writes that he recently had to consider 
a question, which he believes is unique, 
when a revenue agent challenged a 
treatment of a_ particular 
transaction. The situation arose as fol- 
lows: An individual owned one-half in- 
terest in a residential apartment build- 
ing as a tenant in common. He pro- 
ceeded to exchange his one-half interest 
in the apartment building for a one- 
half interest in an office building. He 
treated the transaction as a like-kind 
exchange under Section 1031. The Rev- 
enue Agent said that the transaction 


taxpayer's 


would have qualified under Section 
1031 if it really had been an exchange 
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of real estate, but that to his mind the 
ownership in each building constituted 
a partnership within the definition of 
Section 761, because the co-owners, even 
as tenants in common, had to lease space 
and provide various services. Therefore, 
the exchange was, in reality, an ex- 
change of partnership interests and not 
of real estate, and the Revenue Agent 
did not consider an exchange of part- 
nership interests to be a Section 1031 
transaction. Mr. W. J. K. states that he 
first took the position that this common 
form of real estate ownership does not 
properly constitute a partnership and, 
further, that nothing under 1031 pre- 
venting the tax-free exchange of a part- 
nership interest. What do you think? * 


Effect of loss carry-back 


on 1301 tax 
READER Herbert Cowen of Columbus 
writes: “When I first read the Section 


1301 problem in your January column, 
I thought it was the very problem I 
had been struggling with. Actually, it 
is a little different. In your problem, 
the taxpayer had a loss for 1959 apart 
from the Section 1301 item which could 
be spread back, but he did not have an 
actual loss for the year. 

“The problem I have in my office, 
however, involves an actual 1959 loss 
which is carried back to 1956. In 1958 
the taxpayer had a Section 1301 item 
which was spread back to 1956. My 
question now is whether the 1958 com- 
putation under Section 1301, can be 
refigured, as in the enclosed example, 
to consider the effect of the i959 carry- 
back on 1956 taxable income. Can any 
of your readers help me on this one?” 

Well, can you? 











1956 1957 1958 1959 
Net income or (loss) before 
spreading back $55,000 Sec- 
tion 1301 item received in 
fe? watch cae : $10,000 $15,000 $65,000 ($40,000) 
Carry-back of 1959 loss (10,000) (15,000) (15,000) 40,000 
-0- -0- 50,000 -0- 
Spread-back of Section 1301 
item not absorbed by carry- 
back 17,000 17,000 (34,000) 
Taxable income for purpose 
of Section 1301 computation 
in amended 1958 return $17,000 $17,000 $16,000 
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Deductions against the 
alternative tax aren’t wasted 


A client was distressed just before 
the year-end to find that he had large 
ordinary deductions in 1959 but had 
failed to take advantage of the oppor- 
tunity to push 1960 ordinary income 
into 1959 to get full benefit of these 
deductions. “It’s a crime to waste these 
deductions at the 25% capital gains 
said, and we felt sorry for 
him, too—until we did some figuring: 


rate,” he 


1959 realized long term gains . . $280,000 
Included in income (50%) ... $140,000 
Ordinary deductions . 100,000 
Net Taxable income . $ 40,000 
Tax (joint return) $ 14,500 


Alternative tax on capital gains 
if there had been no deduc- 
tions 


Tax benefit from deductions 


Percentage rate of tax benefit 


rhe alternative tax computation is a 
wondrous thing. * 


Several methods of handling 
indeterminate loss 


LAST MONTH we gave you the problem 
of the taxpayer with the indeterminate 
loss. A corporation sold assets with a 
$100,000 for $20,000 cash and 
percentage payments 


basis of 
certain over a 
four-year period which could not exceed 
$60,000 in the aggregate. it had 
a loss of at least $20,000 and perhaps 
as much as $80,000. 
when could a loss deduction be 
Our 
opinion. 

Arthur New York City 
a loss of $20,000 could be taken 
year 


Thus, 


The question was, 
taken? 
readers had some differences of 
Pressner of 
thought 
The balance of the 


in the of sale. 


loss, if any, could in his view be claimed 
only at the end of the four-year period. 


He could see no reason for postponing 


the recognition of the $20,000 loss be- 
yond the year of sale. No subsequent 
event could affect the taxpayer’s en- 
titlement to this amount ‘of loss. 
George Rollins, of Kansas City, how 
ever, would consider the transaction 
closed in the year of sale. He would 


value the obligation of the purchaser 
to make percentage payments over the 
four years, thus immediately establishing 


April 1960 


the amount of the loss. “At first blush, 
this approach may seem contrary to the 
rule of Burnet v. Logan (283 U.S. 404) 
that such a contract has no ascertainable 
fair market value,” he writes. “But this 
rule is really a limitation on the taxing 
of gains—it has never been applied to 
losses.” One risk in Mr. Rollins’ ap- 
proach which he notes is that the tax- 
payer may in fact recover more on the 
contract than the value used to measure 
the loss. If so, the excess recovery will 
be taxed as ordinary income. 


Amortize gift tax against 


income; don’t add to basis 


| anages WALLACE, in 
our question in the 
regarding the addition to 
gift tax paid in the case 
short term 


to 
issue 
the 
of a typical 
trust, 
“Section provides, in effect, 
that the to basis of gift tax 
paid is with respect to the property 
acquired by gift. In the case of a ten- 
year reversionary trust, the ‘gift’ on 
which Federal gift tax may be payable 
is the income interest given away. It is 
this income interest which is ‘the proper- 
ty’ the basis of which is to be increased 
by any gift tax paid. If some basis in an 
amount equal to the gift tax paid is 
now to be attributed to this income in- 
terest it would seem that a proper meth- 
od of recovery would be to amortize the 
amount of the basis over the period 
of the trust. The property to which the 
gift tax paid is an addition to basis is, 
in this instance, realized and, in a sense, 
disposed of, over the period of the trust. 
This 


response, 
March 
basis of 
reversionary writes: 
1015(d) 
addition 


seems a more satisfactory tech- 


nique for recovery of the gift tax paid 





Omission of “side payments” to corpo- 
rate officers held fraudulent; they were 
constructive dividends. Taxpayers—two 
individuals acting through their 
trolled 


con- 
corporation — made numerous 
sales of new and used cars and omitted 
from the corporate books and records, 


and from their own income, “side pay- 
The fact that 
only a small percentage of the total sales 
allegedly unreported is held not 
the fraud the 
amounts proved to have been received 
by taxpayers, and unreported, were sub- 
stantial were 


ments’ received in cash. 


was 


decisive of issue since 


and received in at least 


New fraud and negligence decisions 


than adding such tax to the basis of 
any property acquired with accumulated 
income.” 


Startling tax difference 
in changing partner’s year 


Cuicaco CPA Helmut Strauss brings} 
to our attention an interesting problem 
that arises out of a change in a tax- 
payer’s accounting period. Before 1954, 
a partnership adopted a January 31) 
fiscal year. All of the partners tg? 
calendar-year taxpayers. Now the all 
ners want to change to a January 31 
year for their returns, 
well. 





individual 


If they obtain permission for ; 
change, they will have a short taxable | 
period from January | to January 31 
of the year of change. Under Section 443, 
the income of that period is to be 
annualized. Unfortunately, that 
month’s income includes an entire year's) 
partnership income. If taxpayer's share | 
of the partnership income for the year 
is $25,000, and if he had no other in-f 
come, the computation under Section } 
443 for the one month period would} 
seem to be: 


one 


Income for period $ 25,000 
Annualized—$25,000 x 12. 300,000 
Tax on $300,000 224,000 
Tax for one-month period— 
$224,000 + 12 19,000 


If, on the other hand, there had been 
no change of accounting period so that 
the $25,000 distributive share of part- 
nership income had been received in 
a full 12-month period, the 
been only $7,000. Is this appar- 
ently startling result required under the 
Code provisions? 


tax would 
have 


the 


50 transactions. In determining 
amount of earnings and profits avail- 
able for distribution as constructive divi- 
dends to taxpayers, the court holds that 
there added to the 


and profits of the corporation otherwisc 


must be earnings 
available the income resulting from the 
unreported Auto 


Mart, 


sales. Logan 


TCM 1960-6. 


Square 
Inc., 


Deficiencies determined by net worth 
method; returns not deemed fraudulent. 
Use of the net ‘worth method in recon- 
structing the income of a_ professional 
gambler with 


inadequate records is 
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sustained upon taxpayer’s failure to 
overcome the presumptive correctness of 
the Commissioner’s determination. How- 
ever, in the absence of any additional 
independent evidence from which fraud- 
ulent intent can be properly inferred, 
court holds the Commissioner failed to 
meet his burden as to the fraud issue. 
Accordingly, assessments for some of the 
years are barred by limitations. Zou- 
ganiles, TCM 1960-5. 


Gambling losses disallowed as unauthor- 
ized. Upon remand from the Court of 
Appeals for receiving further evidence 
with reference to claimed gambling 
losses, the Tax Court adheres to its 
original disallowance. It finds the entries 
on the submitted betting sheets were not 
authentic in that they were not entered 
contemporaneously with each trans- 
action, but were filled out all at once at 
a later time. Showell, TCM 1960-7. 


*Stockholder-president not liable for 
corporate failure to pay over withhold- 
ing; was outside man. A corporation 
failed to pay over taxes withheld from 
its employees, and the Service assessed 
the penalty against its president and 
majority stockholder. This court. refunds 
the penalty. The corporation was in the 
construction business and the president 
was the “outside” man, supervising the 
jobs in process. He had nothing to do 
with the books of the corporation. As 
such, he was not a person responsible 
for paying over the taxes and the 
penalty was improperly assessed. Carroll, 
DC Wash., 1/8/60. 


Books must be produced for regular 
audit despite prior criminal investiga- 
tion. Taxpayer's 1957 income tax return 
and the supporting books and records 
had been examined in a criminal in- 
vestigation. Taxpayer now objects to a 
summons to produce his records by the 
Treasury for the same year for a rou- 
tine audit, claiming that this would be 
an unlawful search and seizure in vio- 
lation of his rights under the Fourth 
Amendment. The court rejects the tax- 
payer’s contention. Previous examina- 
tion in a criminal investigation does not 
prevent another examination for the 
purpose of determining civil liability. 
Crane Fulview Glass Door Co., DC IIL, 
12/16/59. 


Computation of poultry dealer’s net 
worth sustained. The Commissioner de- 
termined deficiencies against a poultry 


dealer for the years 1952-1954 by the net 
worth method. The Tax Court sustained 
the computation and finds the Commis- 
sioner properly determined the inven- 
tory figure as of January 1, 1952, and 
the cash on hand balances at the be- 
ginning and end of each of the years 
in question. This court affirms. Tax- 
payer’s explanation of a $19,500 cash 
hoard is implausible. The Commis- 
sioner’s determination is presumptively 
correct, and taxpayer has not met his 
burden of showing it incorrect. Albizxo, 
CA-2, 1/11/60. 


IRS can’t re-examine tax year without 
showing reasonable fraud suspicion. 
Many years after an initial examination 
of the taxable years, the IRS seeks 
again to examine taxpayer's accounts at 
his bank. Seeking summary judgment to 
enforce its summons against the bank, 
the IRS alleges in an affidavit that it 
suspects fraud. The court denies sum- 
mary judgment. The mere allegation of 
suspected fraud is insufficient. The Gov- 
ernment must show reasonable grounds 
for its belief. Arend, DC Ore., 1/18/60. 


Commissioner’s computation of waitress’ 
tips correct. The Commissioner’s deter- 
mination that a waitress employed at a 
restaurant during 1954 received $1,500 
in tips, rather than the $75 which she 
reported, is held to be presumptively 
correct and the waitress did not disprove 
it. Persavich, TCM 1960-3. 


*Close corporation’s payments of stock- 
holder’s living expenses not willful at- 
tempt to evade tax. Taxpayer was in- 
dicted for willfully attempting to evade 
tax. For many years, a close corporation, 
of which taxpayer was president, paid 
the salaries of maintenance men, cooks 
and housekeepers at “Tara,” taxpayer's 
“Tara” was 
and is currently used as a trademark for 


residence. Later, the word 


a corporate product. The corporation 
also rented a Miami Beach residence for 
$6,000, purchased a Fort Lauderdale 
estate for $90,000, and a yacht as well. 
All expenses for the upkeep of the yacht 
and Florida properties were paid by 
the corporation. Many persons were en- 
tertained in Florida and on the yacht, 
and the taxpayer and various members 
of his family stayed at the properties 
over the years. The government con- 
tends that the corporation is basically 
a family structure revolving around tax- 
payer from which he receives benefits 


through corporate payment of his per- 
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sonal expenses, and that taxpayer has 
willfully attempted. to evade tax. Tax- 
payer argues that he believed in good 
faith that the salaries of domestic em- 
ployees were a proper corporate expense 
because ““Tara” was acquired as a show- 
place to entertain business guests. Tax- 
payer maintains further that the yacht 
and Florida properties were acquired 
for business entertainment, and that 
personal use was incidental. The court 
finds that the government has failed to 
prove beyond a reasonable doubt will- 
ful attempt to evade tax. Bridell, DC 
Ill., 1/4/60. 


Understatement of business income 
fraudulent. Partners in a used auto busi- 
ness are held taxable on cash personally 
received from sale of autos which were 
not recorded on the business books and 
which were in addition to the amounts 
at which the autos were invoiced to 
customers. Also, sums so received by the 
partners in payment for autos sold by a 
controlled corporation are held to be 
taxable dividends to them. Since the 
understatements of income were found 
to be pursuant to a regular pattern of 
conduct, this court affirms the fraud 
penalties. The penalty, as an addition. to 
tax on a joint return, is the liability of 
the wife, although she was innocent of 
fraud. Ginsberg Estate, CA-5, 11/10/59. 





CLASSIFIED 
ADVERTISING 


Classified advertising will be accepted for pub- 
lication for help wanted, situations wanted, 
business opportunities, practices for purchase 
or sale, purchase and sale of merchandise, and 
similar items. Rates per insertion: 60¢ per 
line, minimum, $3. Address copy for advertise- 
ment. together with check, to The Journal of 
Taxation, 147 East 50th Street, New York 22. 
Replies should also be sent to this address. 











UNITED KINGDOM accountants with 
associated business in France would be 
prepared to enter into working arrange- 
ment with United States firm of ac- 
countants. Box 157. 


TAX ATTORNEY 


Young business-oriented lawyer, em- 
ployed as tax attorney by major manu- 
facturing corporation with extensive 
foreign as well as domestic operations, 
seeks corporate tax position. Several 
years intensive corporate tax planning 
and counseling experience. Graduate 
Columbia Law School. Top scholastic 
record. Member N. Y. Bar. Available any 


time in 1960. Box No. 321. 
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CUMULATIVE INDEX 


This index includes material published in The Journal of Taxation 
in recent months, plus major books and pamphlets currently useful. 
Average length of cumulation of listing is six months, though older 
items will be retained if they are the most recent significant discus- 


sion of that subject. 


GENERAL—BOOKS 


Holzman R §S, Federal Income Taxation, 
a basic text, Ronald Press, N. Y., 
$8, 12JTAX163. 

Holzman R S, Sound Business Purpose, 
The Ronald Press Co. (New York, 
1958), $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
taxpayer’s arguments in each case 
opposite the finding. 

Mitchell, W, Records Retention, Ells- 
worth Publishing Co. (New York, 
1959) 48pp, $5.00, a Practical Guide. 

Monatt’s Tax Atlas 1960, Matthew 
Bender & Co., $20. Features filled-in 
returns with line by line instructions 
keyed to explanation and to account- 
ing worksheets; check lists; tax calen- 


ar 

Montgomery's Federal Taxes, The Ron- 
ald Press Co. (New York, 1958), 
1300pp, $25.00. Clear and concise ex- 
planation by taxpayers of national 
CPA form for business managers and 
investors as well as professional tax 
men 

Musselman R, Alexander’s Federal Tax 
Handbook, The Michie Co. (Char- 
lottesville, 1958) 126ipp. $20.00 

Summa, D J, Assignment of Income, 
The Ronald Press Co. (New York, 
1958), 131lpp, $10 ($8.50 on subscrip- 
tion) (Tax Practitioners Library) 
charts of justification of attempted 
assignments and findings 

Taz Ideas Manual, Prentice-Hall, 
glewood Cliffs) 1958, 1280pp 

Working With the Revenue Code-1959, 
T Shaw, Ed. American Inst. of 
CPAs, New York, $3.50 (paper 
$2.50). Short comments on tax prob- 
lems from the Tax Clinic column of 
The Journal of Accountancy 1954-1959 
brought up-to-date 

ACCOUNTING—BOOKS 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 
How to Use It Profitably, Prentice- 
Hall (Englewood Cliffs) 

Wriggins J C & G B Gordon, Repairs 


(En- 


vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 


taxpayer's arguments and court’s find- 
ings 
ACCOUNTING—ARTICLES 
Accounting-method changes; 
Means Conflicts with IRS, 
E. Shannon, 12JTAX150. 
Analysis of recent cases on application 
of claim-of-right doctrine to prepaid 
income, Heffern J H, 12JTAX114. 
Bonds, tax free exchange of E, F & G 
for H allowed, 12JTAX162. 
Constructive receipt; IRS won’t follow 
Bressner on constructive receipt, 12 
JTAX150. 
Growth of the doctrine of nondeducti- 
bility of expenses which are contrary 


Ways & 
by George 


to public policy traced through an- 
alysis of leading cases, Zimmerman 
R, 12JTAX106, Feb60, 4pp 


New IRS rule that taxpayer’s methods 
must follow income tax accounting 
principles seen as creating problems 
for CPA because of requirement that 
books and returns conform; differ- 
ences between tax and financial ac- 
counting discussed, Willard D G, 11 
JTAX364, Dec59, 4pp 

Recent cases paying little attention to 
Regulations criticized as raising dis- 
turbing possibilities of a new case 
law of consolidation in conflict with 
Regulations, Dale E R, 11JTAX263. 

reserves 

Tax Court, in recognizing contingent 
right to condemnation award as sale- 
able, shows way to control timing of 
tax, Kaplan M A, 12JTAX76, Feb60, 
2pp 


COMPENSATION 


Contingencies not required in deferred 


pay plans under new rule, 12JTAX 
180 


Oil bonus cases decision by Tax Court 
raises deferred salary questions; Cow- 
den analyzed, 11JTAX215, Oct59, 2pp 

Payments to widows under the 1954 Code 
discussed in light of changes in_ the 
law, recent cases analyzed, Getz E, 11 
JTAX229 Oct59, 4pp 

Report on testimony at the House Ways 
and Means Committee hearings on 
tax revision, Chatterton H W, 12 
JTAX86, Feb60, 4pp 


CORPORATIONS—BOOKS 


Holland, Daniel M, The Income-T'ax 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
261pp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 


Legislation proposed to defer tax on 
DuPont’s GM divestiture described, 
11JTAX248, Oct59, 3pp 

Tax planning for the new growth com- 
pany and for its owners, a survey of 
the problems to be considered at each 
stage of growth; capital structure, 
accounting elections, dividend policy 
to accelerate growth and avoid tax 
problems, Tekampe F, Greene RF, 11 
JTAX130, Sep59, 5pp 

accumulated earnings tax 

ABA group recommendations on burden 
of proof analyzed, criticized as not 
proposing substantial relief, by Alt- 
man D & Berger T, 11JTAX196, Oct 
59, 3pp 

Tax Court position that either accumu- 
lation in excess of need or ccrporate 
intention to avoid stockholder tax 
justifies penalty seen as wrong, 
Palmer J L, 12.JTAXT74, Feb60, 3pp 

buy-sell agreements 

Need for disability provisions in buy 
and sell agreements; use of insurance; 
tax aspects especially when insurance 
is used to meet corporate obligation 
to buy-out on disability, Friedman 
M R, 11JTAX382, Dec59, 3pp 

close 

Thoughtful review of important cases 
and rulings in 1959, Miller J P, 11 
JTAX 322, Dec59, 5pp 

electing to tax income to owners 

Discussion of the considerations deter- 
mining whether a business should be 
formed as partnership, proprietorship 
or corporation electing under Sub- 
chapter S. Tax problems at forma- 
tion, during operations, upon sale of 
the business or death or retirement 
of an owner, Willis A B, 11JTAX66, 
Aug59, 5pp 

Issuance of final Subchapter S Regula- 
tions noted, Kalupa R J, 12JTAX72, 
Feb60, 2pp 

formation 

First case on the issue denies surtax 
exemption to brother-sister multiple 
corporations, 11JTAX326, Dec59, 1p 

liquidations 

IRS refusal to rule on some 337 ques- 
tions makes advance planning to 
avoid delay vital; suggestions on use- 
ful procedures, Lanahan S, 11JTAX 
136, Sep59, 1p 

337 liquidation; use of trustee suggested 
to bar minority stockholder interfer- 
ing, 12JTAX166 

preferred stock 

Advisory group proposals on taxation 
of preferred stock dividends analyzed, 


criticized, Leist C D, 11JTAXT0, 
Aug59, 2pp 
redemptions 

Redemptions, IRS slackens attack on 
unredeemed stockholder, Harold M. 
Hart, 12JTAX167. 
reorganization 
Advisory Group proposes to _ restrict 


spin-off by applying a per cent-of- 
total-value test; criticized as imprac- 
tical, 11JTAX136, Sep59, 8pp 


Hazards in assumption of liabilities in 
formation or reorganization of a cor- 
hy wom Kahn G J, 11JTAX275, Nov 
59, 3pp 

Tax Court criticized for decision in 
Turnbow that boot may be received 
and yet the transaction may qualify 
as a reorganization, 11JTAX138, Sep 
59, 3pp 


DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of Taxation, 
(New York, og 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
vs. Capital Expenditures, The Ronald 

ress Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS & EXPENSES—ARTICLES 
Moving expenses: IRS taxing more, 12 
JTAX181 


clothing 

ecent cases analyzed, Stuetzer H Jr., 
11JTAX346, Nov59, 4pp 

education 

Expenses of education to improve skills, 
allowable under new regulations, dis- 
cussed; Tax Court seen as liberal inter- 
pretation, Hagendorf S, 11JTAX226, 
Oct59, 

Recent cases analyzed, eal H Jr., 
11JTAX346, Dec59, 

travel away from ei 

Disallowance by the Tax Court of meals 
on business trip of less than a day 
criticized as contrary to the statute, 
Oelbaum H, 11) TAX87, Aug59, 2pp 

Lumberjack allowed cost of daily auto 
trip to logging area; Crowther case 
discussed, 11JTAX232, Oct59, 2pp 

travel and entertainment 

Expense accounts, an executive reports 
on how new rules will affect corpo- 
rations, 12JTAX141 

IRS reminds taxpayers that credit card 
charges paid by employer are con- 
sidered reimbursements to employee, 
11JTAX228, Oct59, 2pp 

Recent cases analyzed, Stuetzer H Jr., 
11JTAX346, Dec59, 4pp 

Report on IRS new policy of requiring 
employers to report expense account 
payments on their tax returns, 12 
JTAX116, Feb60, Ip 

Travel & entertainment expenses; fight- 
ing a case requires a good knowledge 
of the cases, Clifford G. Ward, 12 


JTAX158 
DEPRECIATION—ARTICLES 

Capital gain on sale of depreciable 
assets opposed by Small Business 


Committee, 12JTAX151 

Depreciation—2 articles from Business 
Horizons reviewed, 12JTAX152 

IRS seen as winning attack on capital 
gain on sales of depreciable assets by 
new salvage and useful life rules and 
by redetermining salvage in year of 
sale, Macrae E W, 11JTAX262, Nov 
59, 2pp 

Pelts culled from breeders get capital 
gain; cert. not asked, 12JTAX152 


ESTATES AND GIFTS—BOOKS 


Keveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Taxation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Federal Estate’ and Gift Taxes Ez- 
plained, Commerce Clearing House, 


$3. ae. 288pp. Reflects 1958 amend- 
men 

pao Institute J K, How to Save 
Estate and Gift Taxes, American 


Research Council, Inc., $5.95. 

Lasser Institute J K, 53 New Plans For 
Saving Estate and Gift Taxes, Ameri- 
can Research Council, Inc. (Larch- 
mont, N. Y.) $5.95. 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Taxation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

The Federal Estate & Gift Tazes, 
Stephens and Marr; a guide to the 
Law with current pocket parts, 
895pp, Tax Club Press, Tucson, Ariz., 
$9, Law regulations cases discussed in 
Statutory order 

Trachtman J, Estate Planning, Prac- 
ticing Law Institute (New York, 
1959) 178pp, $2.50 

Spinney R, Estate Planning, Quick Ref- 


erence Outline, 6th Edition, 196%, 
Commerce Clearing House, $1.50, » Stop 
Wormser kk A, Wormser’s Guide ln 





Estate Planning, Prentice-Hall 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 
ESTATES—ARTICLES 
administration 


Foreign real estate in estate resuly 
in unusual allocation of funeral and 
administrative expenses and indebted. 
ness, Mandell H M, 11JTAX312, Noy 
59, Ip 

planning 

Disposition of business interests: sok 
proprietorship, partnership, stock 
closely held corporation. Advan 
of buy-sell pte ge and use of 
surance to fund. Choice of entity or 
cross purchase plans in the light £ 
the recent tax cases and changes 
the Code, Pennish J S, LT Axo 
Nov59, 6pp 

Example of how a simple everything-to- 
my-wife will is improved by consid. 
eration of tax effect and planning t 
meet it, Kay D G, 11JTAX173, Sep 
59, 2pp 

Executive’s estate, use of trusts advan. 
tageous, Peter Miller and George &, 
Zeitlin, 12JTAX130 


EXEMPT ORGANIZATIONS—BOOKS 

Webster G D, Federal Tax Aspects of 
Association Activities, 114pp, 3480 
Current tax situation; the Code and 
Regulations and how they are > 
plied 

FARMERS—BOOKS 


Halstead H M, Federal Income T'azxation 
of Farmers, Committee on Continui 
Legal Education, (Philadelphia, 1956 
129pp, $3.00 


FARMERS—ARTICLES 


Tax advantages in using cash method 
for farming; summary of comment 
before Ways and Means Committee 
hearings on tax revision, Halstead H 
M, 12JTAX122, Feb60, 3pp 


FOREIGN—BOOKS 


Code provisions that influence choice 
of form of business for American 
firm engaged in export; foreign sub 
sidiary seen as best; WHTC and base 
companies considered, Baker R, Tal 
8thInst59 p416, 28pp 

Diamond W H, Foreign Tax and Trades 
Briefs, Matthew Bender & Co., (New 
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